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financial trends

X Percent Change

Per Share Data 2006 2005 2004 2006/2005 2005/2004
; Diluted earnings per share 5 172§ 135 % 1.65 27% {(18)%
; Diluted “core” earnings per share™ 1.72 1.63 1.65 6% (1%

Cash dividends declared 0.7¢9 0.71 0.64 11% 1%

- Tangible book valuet" 9.7 9.12 11.46 6% (20)%

Year-End Balance Sheet Data (in thousands)

Total assets $3,496,370 $3,332,430 $1,954,799 5% 70%

Total loans 2,370,889 2,237,065 1,217,456 &% 84%

Deposits 2,513,182 2,294,367 1,305,537 10% 76%

Stockholders’ equity 486,161 476,673 152,341 2% 213%

Profitability Ratios

Return on average assets 1.21% 0.96% 1.12%

Operating return on average tangible assets® 1.36% 1.27% 1.13%

Return on average equity 8.63% 8.04% 14.96%

Operating return on average tangible equity™ 19.57% 17.09% 15.55%

Net interest margin (FTE) 3.88% 3.76% 3.44%

Efficiency ratio 57.33% 57.51% 60.42%

Asset Quality Ratios

Allowance for loan losses to total loans 1.00% 1.03% 1.18%

Nen-performing assets to total assets 0.36% 0.32% 0.38%

Net charge-offs to average loans outstanding 0.06% 0.05% 0.16%

{1) On July 1, 2005, Community completed its acquisition of PennRock Financial Services Corp., a $1.2 biflion asset bank holding company based
in Lancaster County, Pennsylvania. Community’s management believes that these ratios, which are non-GAAP measures, provide information
that will help shareholders understand the effect of acquisition activity on reported results. Form 10-K for the year ended December 31, 2006,
available in “SEC Filings and Reports” in the Investor Relations section of our website wwiwv.communitybanks.com, includes a discussion of
supplemental reporting of non-GAAF measures and a reconciliation of GAAP amounts to non-GAAP measures.

cash dividends total deposits total foans
per share (in dollars) {dollars in millions) (doliars in millions)

02 03 04 ‘05 ‘06

‘02 '03 '04 05 06

Form 10-K, filed with the Securities and Exchange Commission, will be available upon request and at the Investor Relations
Section of our website, www.communitybanks.com, on or before March 16, 2007,
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] mission statement .

Community Banks, Inc. is dedicated to maximizing long-term shareholdervalue by striving to be:
A N ! . . . i

¢ The financial services provider of choice in the communities we serve,
1

* The employer of cheice in the communities where we operate, and

* The acquisition partner of choice for the banks and financial services providers in markets we desire,
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dear shareholders, customers & friends:

It is my pleasure to report on another successful year at
CommunityBanks. 2006 marked our first full year of completely
integrated operations with the Blue Ball franchise and the
financial results validate that partnership. With $3.5 billion in
assets and 74 banking offices in central and eastern Pennsylvania
and northern Maryland, Community is the eighth largest bank
based in Pennsylvania.

We are proud of our financial results in 2006, given the lin-
gering presence of a flat or inverted yield curve, particularly
exacerbated during the second half of the year. Net income for
2006 was $41 million and earnings per share were $1.72, a 27%
increase from the previous year's $1.35 per share. Substantial
increases in top-line banking revenue, however, will remain
problematic industry-wide until the current yield curve trends
begin to reverse.

Recognizing that normalization of the yield curve is unlikely
in 2007, CommunityBanks budgeting process for the current
year focused on initiatives to increase contributions from
non-interest income sources and control operating costs. In
2006, non-interest income increased 32% and accounted for
23% of Community’s total revenue. A critical strategic financial
goal is to diversify our revenue stream so that 30% of total
income is derived from non-interest sources. To that end, we
are intensely focused on severa! strategic initiatives to meet
and exceed this benchmark.

Over the past several years, elecironic payments have
proliferated and “plastic” has emerged as the payment method
of choice for purchases both large and small. Our debit card

NS

Community's Executive Management Team: {left to right)

Jeffrey M. Seibert, EVP & Managing Director, Banking Services

Robert W. Lawley, EVP & Managing Director, Operations

Eddie L. Dunklebarger, Chairman, President & CEQ

Anthony N. Leo, EVP & Managing Director, Financial Services & Administration
Donald F. Holt, EVP & Managing Director, Finance

program offers substantial opportunity for growth, both in
number of active cards and in customer usage levels. In 2007,
Community will launch a focused customer awareness pro-
gram designed to encourage increased card use and signature
card (versus personal identification number) transactions.
Consumers have shown a strong preference for overdraft pro-
tection programs and we believe there are opportunities for
measured revenue enhancements in this area, particularly with
our business customers. 2007 also holds great promise for
growth in"our retail banking operations and increased insur-
ance sales to our sizeable customer base.

In addition to taking steps to increase non-interest revenue,
we have performed an extensive examination of non-interest
expenses to ensure that Community is delivering value most
efficiently to our customers and shareholders. For example,
we have begun initiatives to decrease our check processing
costs, to recduce statement preduction and mailing costs,
and to enccurage e-Statement adoption. On the face of
it, these may seem to be simple initiatives with relatively
little potential impact on income. Last year, however,
CommunityBanks spent nearly a million dollars on statement
production and postage alone, so savings of even 10-20%
would affect the bottom line.

In December, we announced plans to rearganize
CommunityBarks internal management structure and under-
took a detailed analysis of our office delivery network. We real-
ize, however, that any changes need to be considered within
the overarching framework of our long-term strategic plan. We




will not make any changes in the management structure or
retail delwery network simply for short-term financial benefits,

if those changes might negatively impact our ability to provide —————— PAState  MD State
470%  15.90%

opulation Growth (1990-2006)

------U

the hllghest leve! of community banking services. Responding
W|se1y| to current economic conditions requires patience and
restraint. We are ot willing to sacrifice long-term viabllity for
short- term gains.

Ourlapproach for 2007 and beyond will be one of "conserva-
tive expansion, as we continue to seek acquisitions that are a
good strateg|c fit and that deliver achievable economic results.
The a::qwsmon of BUCS Financial Corp, scheduled for con-
summation in early April, is an excellent case in point. Not only
does thts partnership make economic sense, but it expands
our presence in the attractive Central Maryland market.

The theme of this year’s annual review is “the power of commu-
nity.” As you read on, you will see that this phrase has mean-
ing on|several levels. In one respect, "the power of community"
describes the strength of our crganization: the power of our
diversified products and services (including the MegaBucks
Kids a:nd CommunityPartners Accounts), as well as the ability
to proyide a full menu of financial products and services to our
custorners Community prides itself as having a positive impact
on the'local economics of the places where we do business. At
the same time, “"the power of community” suggests our com- PAState MD State
munity development and philanthropic efforts: the power of $45,348  $61,304
our charitable giving, education, and outreach in the local
communities, We firmly belueve that the community thrives
best when a company places gfeat importance on the personal
|nvo|vement of its employees.

Lookmg back, 2006 was a year characterized by solid results,
despite a demanding economic environment. | am extremely
proud|of the diligence and focus of the CommunityBanks
team in meeting 'the challenge head-on. As you read more
about|"the power of community,” let me also suggest that
it is reflected in the expertise, strength of character, and
drive to exceed expectations shared by the employees of
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Eddie L Dunklebarger - The CommunityBanks franchise is focused on
Chairman, President & CEQ markets with favorable demographic trends.
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the power of our future

At CommunityBanks, we believe that the obligation to our
youngest savers goes well beyond passbooks and piggy banks.
That is why we continue to devote significant resources to our
MegaBucks and Teen Depositor savings programs. Our offices
participate in special kids’ banking days each month and we
have a highly successful community outreach program. In 2006,
our employees visited several dozen elementary schools and
taught more than 2,000 students the importance of saving for
their future.

This unique account and program has become so popular in
the past few years, that we now have a dedicated MegaBucks
Coordinator and 74 in-branch representatives to oversee the
program. These employees are responsible to ensure the pro-
gram prospers and to provide relevant and meaningful instruc-
tion for the students. In addition, the coordinator works with
teachers and other youth organizations to ensure that we
are fulfilling our mission as effectively as possible. Clearly,
this program is about much more than numbers, but the num-
bers do tell an impressive story. We currently have more than
15,000 active savers in the program who have saved approxi-
mately $8,000,000. Plus, we are adding about 300 new savers

each month!

the power of our loyal customers
CommunityBanks mature market program is second to none.
Our CommunityPartners Program, designed for customers
ages 50 or better, boasts more than 22,000 members and
nearly $100,000,000 in total depasits. Like our MegaBucks
Program, however, the numbers do not tell the full story, but
rather serve only as one measure of the program’s success.
Qur CommunityPartners enjoy benefits that are simply
unheard of in today's cookie-cutter financial services environ-
ment and are a testament to the importance we place on indi-
vidual attention, whife exceeding the needs of our customers.
For example, our CommunityPartners may join us on unigue
bank-sponsored trips, accompanied by our CommunityPartners
representatives. In addition to numerous local day trips, they
can experience worldwide travel and once-in-a-lifetime vaca-
tions. In 2006, our CommunityPartners spent three weeks in
Australia and New Zealand and, in previous years, they have
traveled throughout Europe and the Caribbean. Our.
CommunityPartners representatives also conduct educational
programs at area senior centers, covering topics ofimportance
such as direct deposit, avoiding financial scams, and guarding

against identity theft.




the power of choice
Whether customers prefer to bank face to face, through their
car wilndow, or in their pajamas at 6:00 a.m. on Sunday mormn-
ing, CommunityBanks has delivery options that allow them to
choose how and when they bank. Last year, we further
enhanlced our elelctronic delivéry options with the intreduction
of our Worry Free e-Banking;suite. This menu of electronic
banking services consists of four main compenents: internet
bankiTg, e-Statements, online bill payment, and comprehen-
sive identity theft protection. All four services are absolutely
free alnd customers may choose those that best fit their life-
style and banking habits.

|
the power of one-stop shopping
CommunityBanks continues to deliver the innovative products
and services that cur customers expect from a top financial
services provider, while proving everyday that our philosophy
of local people. . local decisions is more than just a catch-
phrase. We offer: the convenience of “one-stop shopping,”
delivering a full range of traditional deposit and loan products,
along with related financial services such as investment advice,
trust and asset management, and both personal and commer-

v

cial insurance lines.
I 1

Last year, we cIIoubled the size of CommunityBanks Insurance
Services through our acquisition of the Lancaster-based Wiley
Agency and its team of talented personnel, thereby enhancing
our ability to deliver the best in both personal and commercial
insurance. Likewise, CommunityBanks Trust & Asset
Management also experienced significant growth with
the acquisition of the Sentry Trust Company, based in
Charnbersburg, Pennsylvania. Qur Retail Investment Group
had a record year in 2006 due, in part, to our renewed commit-
ment ta the licensing and training of our platferm personnel. In
addition to seven investment s;ﬁecialists, we currently have 90
licensed Financial Services Consultants throughout our retail
network. Our g!)al is to train and staff at least one licensed
representative’in each office by mid-year.

Community rr,lcently launched a new initiative to sell term
life insurance via the retail platform. An industry survey indi-
cated that 50%|of respondents prefer buying life insurance
from theirbank and 40% have no life insurance at all. Historically,
banks have not [been particularly successful in this area; the
common factor has appeared to be a lack of in-house exper-
tise. The life insurance specialists, now in place with
CommunityBanks Insurance Services, have a proven track
record in life inSl'Jrance sales and service, providing a competi-
tive advantage that will help Community reach its internal sales
goals while meeting the unfulfilled needs of our custemers.

N




the power of community

the power of local people making local decisions

Even as CommunityBanks continues to grow its franchise, we
remain mindful that each of our communities is unique, with
distinct characteristics, demographics, and needs. That is why
we continue to emppwer local Regional Presidents to make
decisions that positively impact the communities where they

live and do business.

the power of giving

Staying true to its name and tagline, CommunityBanks prides
itself on being a socially conscious and active corporation,
involved in local events and supporting local organizations.
The philosophy of local people.. Jocal decisions also is mani-
fested in the mission of our non-profit, charitable foundation.
Established in late 2005, the CommunityBanks Foundation is
a true testament to our commitment to serve the communities
where we do business. The Foundation, created to facilitate
focused giving to qualified crganizations, ensures the needs of
our local communities are being met. All told, CommunityBanks
contributed more than $680,000 in 2006, $296,000 from the
CommunityBanks Foundation alone, in support of that mission.

2006 donations
___ 43% foundation $296,000
32% scholarship organizations $222,000
16% pre-k organizations $110,000
’ — | 9% other $560,000

the power of education

George Peabody, acknowledged as the father of modern phi-
lanthropy, stated, "Education {is] a debt due from present to
future generations.” CommunityBanks shares this philosophy
and in 2006 contributed $222,000 to local scholarship argani-
zations and an additional $110,000 to pre-kindergarten organi-
zations in local communities. Much of this meney was used to

assist local families who might otherwise be unable to afford

an independent school education.
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the power of community outreach

CommunityBanks goes one important step beyond charitable
giving in réaching out to the community. In 2006, numerous
employees also donated their time to worthy causes. For
instance, our employees participated in several local heart
walks, the signature fundraising event for the American Heart
Association. In addition to the substantial funds raised by the
walkers, thtle CommunityBanks Foundation also donated more
than $20,000 to the Amierican Heart Association. Another exam-
ple of personal involvement was in the Northern Dauphin area.
More than 50 employees and family members participated in
the American Cancer Society's Relay for Life event in June,
raising approximately $5,500. In addition, over the holiday
season, all |74 local offices participated in a bank-wide food
drive, led by our MegaBucks savers. The offices collected sev-
eral tons of[food for more than 50 different agencies that sup-

port local communities. .
'

the power of community

"Community” is a positive and powerful concept. We are proud
that it is palrt of our company’s name. Year after year, we har-
ness the power of co'mmunity on behalf of our customers,
employees, |shareholders, and the places where we are privi-

ieged to live and work.

In memory and celebration of the !ife of
Earl L. Mummert
1945-2006

This Annual Report is in memory and
celebration of the life of our valued
Community Banks, Inc. Board Member,
Earl L. Mummert. Earl joined our orga-
nization in 1994 as a Director of The
Peoples 5tate Bank. He was actively
involved on several key board
and holding company commitiees
throughout his tenure with our bank.
Earl was a wonderfully compassionate
man and worked diligently for the pros-
perity and good of CommunityBanks.
He will be greatly missed by our team
and the many charitable and commu-
nity organizations in which he was
deeply involved.




corporate information

Board of Directors of
Community Banks, Inc.

Ronald E. Boyer

Sandra J. Bricker

Peter DeSoto

Eddie L. Dunklebarger, Chairman
Aaron 5. Kurtz

Scott J. Newkam

Melvin Pankuch, Vice-Chairman
Robert W. Rissinger, Vice-Chairman
Christine Sears

Allen Shaffer

James A. Ulsh

Dale M. Weaver

Glenn H. Weaver

Robert K. Weaver

Samuel E. Cooper*

Thomas W. Long*

Ernest L. Lowe*

Donald L. Miller*

Thomas L. Miller*

Wayne H. Mummert*

John W. Taylor, Jr.*

*Director Emeritus

CommunityBanks locations

Pennsylvania

Adams County (3)
East Berlin
Gettysburg

New Oxford

Berks County (&)
Kenhorst ‘
Morgantown Crossings
Mount Penn

Museum Road

Spring Township
Temple

Chester County (2}
Honey Brook
West Sadsbury Commons

Cumberland County (5}
Camp Hill

Lemoyne

Pennsbora Commons
Ritner Highway

Walnut Bottom Road

Dauphin County (12}
Dauphin
Elizabethville
Halifax

Hershey
Hummelstown-2007
Jonestown Road
Linglestown Road
Lykens

Executive Officers of
Community Banks, Inc.

Eddie L. Dunklebarger
Chairman, President & Chief Executive Officer

Donald F. Holt
EVP & Managing Director, Finance

Robert W. Lawley
EVP & Managing Director, Operations

Anthony N. Lea
EVP & Managing Director, Financial Services
& Administration

Jeffrey M. Seibert
EVP & Managing Director, Banking Services

Patricia E. Hoch
SVP & Corporate Secretary

Millersburg

Pillow

Rutherford
Strawberry Square

Lancaster County (13)
Adamstown
Blue Ball
Ephrata
Fairmont Homes
Gap

Leola

Lititz Pike
Morgantown

Mt. Joy-2007 .
New Hotland
Rohrerstown
Terre Hill

Willow Street

Luzerne County (3}
Airport Beltway, Hazleton
Conyngham

Hazleton

Northumberland County (2)
Milton
Shamokin

Schuylkill County (7)
Ashland
Mill Creek

Orwigsburg
Pottsville

Board of Directors of CommunityBanks

Ronald E. Boyer
Thomas M. Bross, ||
Eddie L. Dunklebarger
Harry E. Filbert, Jr.
Lewis M. Good

Wayne D. Hill

James R. Holley
William L. Jones, IlI
William H. Kiick
Robert W. Rissinger, Chairman
Allen Shaffer

Harold E. Shaffer
James A. Ulsh

Todd E. Elgin*

Donald L. Miller*
Wayne H. Mummert*
John W. Taylor, Jr.*

*Director Emeritus

St. Clair
Tower City
Tri-Valley

Snyder County (1)
Shamokin Dam

York County (20)
Carlisle Street, Hanover
Delco Plaza
Dillsburg

Dover

Downtown York
East York

Glen Rock
Greenbriar Road
Loganvilie
Manchester

New Freadam
Normandie Ridge
North Hanover

Red Lion

Salem Heigbts
South Hanover
South Queen Street
Spring Grove
Village at Sprenkle Drive
Wetzel Drive

Maryland

Carroll County (2)
Melrose
Westminster
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PART I

Item 1. Business:

General -
Business Overview

Community Banks, Inc., (the “Corporation” or “Community”) is a financial holding company that was formed as a
Pennsylvania corporation in 1982. Community directly owns 100% of its operating subsidiaries. Its major operating.
entity is its wholly-owned banking subsidiary, referred to in this report as CommunityBanks (or the “Bank”), and
includes several other subsidiaries of both the holding company and the Bank, each of which was formed to facilitate
delivery of non-banking services to its customers and the Bank. Community’s banking subsidiary has nearly $3.5
billion in assets and aggregate annual revenues exceeding $140 million at December 31, 2006. The executive offices
of Community are located at 777 East Park Drive, Harrisburg, Pennsylvania.17111. Community provides its services
primarily through its community banking offices that are located throughout the central* portion of Pennsylvania
stretching from the Pocono Mountains in northeastern Pennsylvania to just over the Pennsylvania border in Carroll
County, Maryland. ' - :

The common stock of Community is listed on the Global Select Market Tier of the Nasdaq Stock Market under the
symbol CMTY. Community’s internet address is www.communitybanks.com. Electronic copies of Annual Reports on
Form 10-K, Quarterly Reports on Form 10-Q and Current Reports on Form 8-K, and amendments to those reports filed
or furnished pursuant to Section 13(a) or 15(d) of the Exchange Act, are available through the “Investor Relations”
section of Community’s website as'soon as reasonably practicable after filing such material with, or furnishing it to,
the Securities and Exchange Commission. Copies of such reports are also available at no‘charge.

R -

Community conducts a traditional and full service commercial: and retail banking business and also provides trust
services through 74 retail banking offices located throughout Pennsylvania and Maryland. The delivery of customer
services has been constructed around a regional operating and management structure which emphasizes local delivery
of customer services combined with centralized support functions. Currently, the Bank operates six individual regions.
Community conducts its business within 11 counties in Pennsylvania and Maryland. The following is a summary of
the number of offices operating in each county of Community’s market, presented in the order of the highest deposit
balances per county. This information is provided pursuant to a formal request of the Federal Deposit Insurance
Corporation (“FDIC”) as of June 30" of each year." o '

Number of Deposits at
Pennsylvania Counties Offices June 310, 2006 .
(in thousands)
" "York 20 £ 595412
Lancaster 12 547,810
Dauphin 11 © 293 887
Berks 6 - 286,328
Schuylkill® 7 ~ 195,910
Adams 3 132,978
Luzerne 3 . 109,338
Cumberland 5 78,208
Northumberland 2 68,581
Chester 2 63,075
. Snyder 1 " 17,736
Maryland Counties
Carroll 2 $ 25,105
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The Bank operates in a geographic market that is home to a wide range of construction, manufacturing, distribution,
health care, and agricultural industries and also includes various other service industry components. The Corporation’s
headquarters is located in Harrisburg Pennsylvania, which is the state capital of Pennsylvania, and is the hub of the
Commonwealth’s various.governmenta! departments, units, and agencies. The Bank offers a wide range of personal
banking services, including a variety of checking and: savings products, time deposits and individual retirement
accounts. Retail customers are also served by a product line that includes secured loan products, such as home equity
loans and lines of credit, construction. loans and residential mortgage loans. Residential loans: are generally
underwritten based on secondary market standards ‘and the vast majority of originations are sold in the secondary
market. .Consumer loant products also mclude automobile loans, personal lines of credit and a checking account
overdraﬁ protection service. S : TR el : '

. Commercial banking services are provided to small and medium-sized businesses almost all of which are operated
within Community’s footprint. Commercial lending offerings include commercial, commercial real estate, commercial
construction and agriculturat loans. Commercial loans, by their nature carry higher risk than credit extensions to
individual consumers. Ongoing changes in a commercial borrowers’ financial condition and cash flow, plus the
potential for volatility in the value of collateral has an inherently higher risk profile. The Corporation also offers letters
of credit, traditional deposit products, anid cash management services: ! ' : -
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Non-banking subsidiarie B I
Over the years, Community has formed ‘various special purpose wholly-owned subsndranes including companies
formed to provide specialized services to its customers. All of these subsidiaries are engaged in activities related to the
business of banking. In addition to the Bank, the financial services holding company maintains two special purpose
subsidiaries, which' include CommunityBanks Investments, Inc. (CBII), an investment holding company and -
Community Banks Life Insurance Company, Inc. (CBLIC), a credit life reinsurance company. In addition to its
traditional business banking, retail banking and trust services offered through the Bank, the Bank itself operates
additional specialized subsidiaries to facilitate delivery of non-banking services to customers. Banking subsidiaries
include: Community Banks Insurance Services LLC, which offers property and casualty and personal insurance lines
to businesses and consumers; ‘and- Community Settlement, LLC, which provides' title and real estate settlement
services. Other non-bank subsidiaries have been formed to facilitate operations of the Bank and‘include UDNB Inc., an
investment holding .company; CB Services LLC, a payroll services provider and PSB Realty Company, a real estate
holding company. On July 1, 2005, Community acquired Blue Ball National Bank (“Blue Ball”) through its
acquisition of PennRock Financial Services Corp. (“PennRock™). Blue Ball, which was PennRock’s major operating
subsidiary, was merged into the Bank and now operates as a separate d1v1510n in the Lancaster Berks and Chester
County segments of the franchise.

Subsidiary trusts, which are not consolidated in the financial statements in accordance with provisions of Financial
Accounting Standards Board (FASB) Interpretation No. 46, “Consolidation of Variable Interest Entities, An
Interpretation of ARB No. 51,” have been formed to execute trust preferred issuances: CMTY Capital Trust I in
December, 2002, for a pooled issuance of $15 million and CMTY Statutory Capital Trust II in December; 2003, for
an issuance of $15 million. In January, 2006, Community formed CMTY Statutory Capital Trust IIl and CMTY
Statutory Capital Trust IV for pooled issuances of $10 million each.

At December 31, 2006 no single non-banking subsidiary had net income exceeding 5% of consolidated net income.

Operating Segments

All of the operations of Community operate and are reported under its one reportable segment, community banking.

Emplovees

At December 3 1, 2006, Community had 993 full-time equivalent employees and Community considers its employee
relations to be satisfactory.
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Hrsmm and Pendmg Acgursmon e . . I : Coe .. .
The current charter for the Bank ] pnmary predecessor bank was ongmally granted in 1911. Commumty was formed
from several predecessor banks pursuant to mergers that took place over-a number of years prior to the advent of
interstate banking. These historical mergers were subject to geographical limitations imposed by state and federal
banking regulations that significantly limited bank merger activity until the 1980°s. In 1998,-Community entered into
a benchmark merger agreement that provided the foundation for the current organization., At that time, Péople’s State
Bank; a-state-chartered bankwith-offices throughoutaPennsylvama s York and Adams county region and Community
Banks, N.A; a federally-chartered bank with headquarters-in Dauphin County, Pennsylvania were merged as
subsidiaries of Community Banks, Inc. These two banks would eventually come together under a common
management team and under the common identity of “CommunityBanks”. The consclidation of these two banks was
designed to facilitate the aforementioned regional operating. focus, ease regulatory burdens and at the same time
sustain an operating philosophy that adhered toa phrlosophy of local decision-making. - :

3y P ' ’

Subsequent to the 1998 merger, management focused on contmumg to bunld the franchrse through smaller, bankmg
mergers, the formation or acquisition of specialized financial services ‘businesses, and de novo office expansion. The
Corporation’s most recent transformational merger occurred on July I; 2005, -when Community completed its
acquisition of PennRock. At the time of the announcement of the merger, Community had nearly $2 billion of assets
and $1.3 billion in deposits. The acquisition of PennRock, and its primary operating subsidiary, Blue Ball Bank,
added $1.2 billion in assets, $880 million in deposits, and extended Community’s banking market-into_the vibrant
Lancaster, Berks and Chester counties of southeastern Pennsylvania. At the time of the merger, Blue Ball was legally
merged into the Bank but contmues to operate as a separate division within its core markets. : . .

Durmg 2006, Community’ completed wo smaller mergers the erey Agency, an insurance agency located in

- Lancaster County, Pennsylvania and; Sentry [Trust, a separate trust services division of a‘competitor bank. Each of
these acquisitions was designed. to leverage existing platforms of the insurance -and trust. segments of - the
Corporatlon 5 exrsnng businesses. -

St : !
In the thrd quaner of 2006 Community announced mergers of BUCS . Fmancral Corp (BUCS) and East Prospecl
State Bank (East Prospect). BUCS is a former credit union that now operates as BUCS Federal Bank. BUCS has four
offices that are located just north of the Baltimore, Maryland beltway, in Baltimore;and Howard Counties. At the
time of the announcement BUCS had.just over $140 million in assets and will serve as Community’s first significant
entry into. the northern; .Maryland. market. East Prospect,is a single unit. bank with approximately $45 million- of
deposits and operates-within the heart of Commumty s York county market., East Prospect will be operated as a retail
office within Community’s York County. region. Each of the acquired banks will be merged into the Bank and both
mergers are expected to be completed in the second quarter of 2007. i o
|

|

I

|

|

|

LT . .. ! . T




Competition

There are approximately 1,265 offices of commercial and savings banks operating within the market area in which
Commumty competes. The followmg presentation provides an indication of, Community’s share of the market at June

30,-2006,"in each of the countles in which it operates: ‘ LT AR
' I Branches of |, . Total . ’ - S .
Other ) Deposits o
Institutions within . Community’s Rank
Located in County Share of within
Pennsylvania Counties County “(in thousands) Market (%) Market
. ‘ _ York 156  $5888860 .. .10 4
o ' . Lancaster ' 203 .. 8103302 .. L 7 5
- Dauphin 105 4,272,070, .7 9
L « Berks .. 144 6,864,002 .4 7
. RE _ Schuylkiil e 73 .. 1,860,886 , | . 11 4
: ., . Adams <32 ot 1,170,286 ceo 11 4
i , Luzeme .+, 130 : + 5218371 | .2 i1
: +  Cumbertand ,. 104, ] . + -3,682,476 , 2 A B v
Northumberland .34 1,172,803 . 6 9 o
Chester co0 201 .. .+ ..8,638,784- Lo 1 21 e
Snyder 20 500,042 | . 4 6 -
Maryland Counties
Carroll 63 $2,5'85,676 1 4

The banking and f' nancnal services mdustnes are hlghly competltwe partlcu]arly in the region in whrch Commumty §
office network is located. Competition comes from a variety of competitors ranging in size from small unit banks, de
novo banks, large regional banks and; finally, from banks which operate on. a national level.. Many of the
Corporation’s competitors are significantly larger than. Commumty and therefore have greater lendmg limits, larger
branch networks, greater resources, and a w1der array of banking and other financial services. o

tos oL A RV . Vot

In addmon to the competmon from tradltlonal ﬁnanmal msntunons Community has been subjected to competltlon
from credit unions, brokerage firms, money market-funds, consumer finance and credit card companies and other
companies providing financial services and credit to consumers. The competition is especially fierce with the credit
union industry, particularly in certain segments of Community’s markets. The expansion of credit union activity, now
permitted by so-called “community-based” charters, continues to create mounting competitive pressure. The
expansion of “fields of membership” is thought by most banks to be contributing to an increasingly unfair competitive
situation, largely because of the tax-exempt status afforded credit unions. .Initiatives to further.expand the powers of
credit unions to conduct business in areas that go far beyond the original intent of credit union charters continue to be
pressed-at both the state and federal levels, - - : . . v . ’

Concentrations, Seasonality . - S . , : T g i

L L " . f - . B . N '."' oyt Y L
No portions of Community’s businesses are dependent on a single or limited number,of customers, the, loss of which
would have a material adverse effect on our business. No substantial portions of loans or investments, are concentrated

within a single industry or group of related industries, although a significant amount of loans are secured by real ¢state

located in south central Pennsylvania. Community’s businesses-are not seasonal in nature CERTAEY ' .

v

Environmental Compliance

Community’s compliance with federal, state and local environmental protection laws had no material effect on capital
expenditures, earning$ or competitive position in 2006, and is not expected to have a material effect on such
expenditures, earnings or competitive position in 2007.




Supervision and Regulation

The banking industry is subject to extensive state and federal regulation. Proposals to change laws and regulations
governing the banking industry.are frequently.raised in Congress, in state legislatures, and within the various bank
regulatory agencies. The likelihood and timing that such changes may have en' Community are difficult to determine
with any certainty. Changes in laws or regulations, or changes in the interpretation of laws or regulations, may have a
material impact on the business, operations and earnings of Community.

.

Regulation of the'Holding Comganz:

.

Community Banks, Inc. is registered-ds a financial holding company with the Federal Reserve Board in accordance
with the requirements of the Gramm-Leach-Bliley Act. The Gramm-Leach-Bliley Act enables broad-scale
_consolidation among banks, securities firms and insurance companies for eligible bank holding companies that have
elected and maintain “financial holding company” status. Financial holding companies can offer virtually any type of
financial service; including banking, securities underwriting, insurance (both agency and underwriting) and merchant
banking. If a bank holding company does not become a financial holding company, it will be limited to those activities
previously determined by the Federal Reserve Board to be permissible; i.e., “closely related to banking” under the
standard set forth in the Bank Holding Company Act. In order to become a financial holding company, all of a bank
holding company’s bank subsidiaries must be well capitalized and ‘well managed and have a rating under the
Community Reinvestment Act of at least “satisfactory.” The Corporation is subject to the'ongoing oversight of the
Federal Reserve Board, which requires regular reports from Community and is authorized to make regular
examinations of Community and its subsidiaries

Regulation of the Bank

The wholly-owned banking subsidiary, CommunityBarks, is subject to supervision and regulation, and is examined
regularly, by the Federal Deposit Insurance Corporation (FDIC) and the state banking departments in the states in
which it operates, which thus far has beeri limited to examinations conducted under the auspices of Pennsylvania
Department of Banking. To the extent that the Bank’s subsidiaries.are licensed to engage in the sale of insurance or the
mortgage brokerage business, the subsidiaries are subject to' examination by’ the respective licensing authorities.
Community and its direct non-banking subsidiaries ‘are-affiliates, within the meaning of applicable banking laws and
regulations of the Bank and its subsidiarics. As a result, the Bank and its subsidiaries are subject to restrictions on
loans or extensions of credit to; purchase of assets from, investments in, and transactions with Community and its direct
non-banking subsidiaries and on certain other transactions with them or involving their securities. :

—
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EDIC Insurance Assessment : RO
., Lot Y }f' i .

The Bank is subject to deposit insurance assessments by the FDIC. These assessments are designed to fund both the

Bank - Insurance Fund (“BIF") -for banks and’ the - Savings Association’ Insurance Fund (“SAIF”) for savings

associations. The assessments by the FDIC for deposit insurance are based upon the risk classifications of depository

institutions. Insurance premiums assessed for the last several years have not had a significant impact on operations.

In 2006, the FDIC announced a substantial increase in deposit insurance assessment rates to be effective Januvary 1,
2007. At the same time, the FDIC also announced a One-Time Assessment Credit for those institutions that were in
existence at December 31, 1996, and had paid a deposit insurance assessment prior to that date. Based upon the most
current information available from the FDIC, it is expected that the annual assessment increase for the Bank will be in
_excess of $1 million per year at announced rates. For 2007, -virtually all of the increase should be offset by the one-
time credit. For yéars beyond 2007, anticipated rate changes are expected to increase the annual assessment expense,
subject to any changes in prospective assessments that may be announced by the FDIC at some future date.




Capital Adeguacy <t 4

The Federal Reserve Board and the FDIC have adopted risk-based capital adequacy. guidelines for financial holding
companies and banks under their supervision. . Under these guidelinés, “Tier 1 capital” and *Total capital” as.a
percentage of risk-weighted assets and certain off-balance sheet instruments must be at least 4% and 8%, respectively.
The 'regulators have also imposed a leverage standard, which focuses on the institution’s ratio of Tier 1 capital to
average total assets, adjusted for goodwill andcertain other items, to. supplement their.risk-based ratios. This minimum
leverage ratio was set at 3% and would apply only to those banking organizations receiving a regulatory composité |
rating. Most banking organizations will be required to maintain a leverage ratio- rangmg from 1 to.2 percentage points
above the minimuin standard.” . SV S o L O S U S

Community and the Bank are subject to various regulatory capital requirements administered by federal and 'st‘ate
banking agencies. Failure to meet minimum capital requirements can initiate certain mandatory:and possibly’additional
discretionary actions by regulators that, if undertaken, could have a direct material effect-on. Community’s financial
statements. Under capitat adequacy guidelines and the regulatory framework for prompt:corrective action, each
subsidiary. bank must.meet-specific capital ,guidelines that involve quantitative measures of assets, liabilities, and
certain off-balance sheet items as calculated -under regulatory, accounting practices..’The capital.-amounts -and
classification are also subject to qualitative judgments by the regulators about the risk weightings of components,-and
other factors.

Quantitative measures established by regulation to ensure capital adequacy require Community to maintain minimum

amounts and ratios of Total and Tier 1 capital to risk-weighted assets and of Tier 1 capital to average assets.

Management believes, as of December 31, 2006, that Community and the Bank have .met--all capital adequacy

requirements to which they are subject. For tables presenting Community’s capital ratios, see “Notes to Consolidated

Financial Statements — Regulatory Matters” included in Part 1L, Item 8. \ . e " : |
4 . oo . . . . .

Monetarv and Fiscal Pohcv . . " . o . L '.

Commumty and the Bank are 51gn1ﬁcantly affeeted by the monétary and fiscal pohcmes of gwernment authorities,
including the Federal Reserve Board (FRB), which regulates the, national money supply in -order to manage
recessionary and inflationary pressures. Among the instruments of monetary policy used by the FRB are open-market
operations in U.S. Government securities and federal funds, changes in the discount rate on member bank borrowings,
and changes in reserve requirements against member bank deposits. These techniques are used .in. varying
combinations to influence the overall level of bank loans, investments and deposits, and the interest rates charged on
loans and paid for deposits. The interest rate environment during 2006 was: particularly challenging for most banks,
particularly since the middle of the year. For most of 2006, Community and other banks operated in a flat yield curve
environment which served to compress net returns. from intermediation activities, which remains as the industry’s
largest source of revenue. - During the later half of the year, the curve remained-in an inverted position, which.has
further compressed intermediation income and created an unprecedented competitive environment for the interest rates
charged on loans and received on deposits. For additional discussion of the interest rate environment-and its impact on
operating results see the section entitled “2006 Economic Condmons and Yield Curve Dynamlcs in Part 11, ltem 7 for
furthermformatlon T TR T P L “
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The monetary p011c1es of the FRB have had a SIgmﬁcant efféct-on the- operatmg results of banking institutions: in the
past and are expected.to continue to do so.in-the futire! The nature of future changes in monetary and fiscal polncueS'
or the effect which they may have on Community’s business and earnings, cannot be predicted. ‘ -

Compliance with Legislation

¥ -r, af

In addmon to the ongoing . supervnswn and regulatlon of the vanous bank regulatory authormes Commumty has,
recently been sub_lect to other forms of broader Jegislation which has had a profound effect on the operations of the
Corporation,_in recent years. Two of the most sngmﬁcant have been the Sarbanes-Oxley Act of 2002 and the USA
Patriot Act . , o oL e,
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Sarbanes-Oxley Act of 2002 ,

The Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley) implemented a broad range of corporate governance, accounting,
and reporting measures for companies that have sccurities registered under the Securities Exchange Act of 1934,
including Community. Sarbanes-Oxley and its various promulgated regulations, established, among other things: (i)
increased responsibility for Chief Executive Officers and Chief Financial Officers with respect to the content of filings
with the SEC; (ii) enhanced requirements for audit committees, including independence and disclosure of expertise;
(iii) enhanced requirements for auditor independence and the types of non-audit services that auditors can provide; (iv)
accelerated filing requirements for SEC reports; (v) increased disclosure and reporting obligations for companies, their
directors and their executive officers; and (vi) new and increased civil and criminal penalties for violation of securities
]aws

Section 404 of Sarbanes—Oxley requ1res management to issue a report on the effectweness of its mtemal controls over
financial reporting. ‘In addition, a reporting company’s independent registered public accountants are required to issue
an opinion on management’s assessment and an opinion on the effectiveness of the reporting company’s internal
control over financial réporting as of the end of the year. These reports for Community for 2006 can be found in Item
8, “Financial Statements and Supplementary Information.” Certifications of the Chief Executive Officer and the Chief
Financial Officer as required by Sarbanes-Oxley and the resulting SEC rules can be found in the “Exhibits” section of
this report.

USA Patriot Act -

The United and Strengthening America by Providing Appropriate Tools Required to Intercept and Obstruct Terrorism
Act of 2001 (the USA Patriot Act) imposed additional obligations.on financial institutions, including the Bank, to
implement and maintain polices, procedures and controls which are reasonably designed to detect and report instances
of money laundering and the fmancmg of terrorism. It also substantially broadened the scope of federal anti-money
laundering laws and regulations by imposing significant new compliance and due diligence policies.  Failure to
comply with the Patriot Act’s requirements could have serious legal, financial, and reputation consequences for
Community. Commumty has approved policies and procedures that are believed to be compliant with the Patriot Act
and will continue to revise and update policies, procedures, and controls to reflect changes required, as necessary.

Item 1A. Risk Factors

Community’s operations and financial results are subject to any number of both internal and external risk factors. This
presentation will serve to highlight those risks that management believes are most relevant to Community’s current
operating environment. The list is not exhaustive and may not capture all risks associated with Community’s business.
Comrmunity is subject to a broad array of risks that affect the overall health of the econoniy and the banking.industry as
a whole. Consequently, there may be unidentified risks -not discussed herein that have the potential to negatively
impact Community’s llquldlt_y, financial position or results of operatlons - ' ;

The presentation of risk factors should be read in conjunction with Community’s financial results presented in Part II,
item 7. The following risk factors should also be considered along with the other information concerning risk that is
contained in this document. Risk factors contained herein have particular relevance when read in connection with any
forward-looking statement presented throughout this Form 10-K.  Please refer to the section entitled “Forward-
Looking Statements” included in Part I, Ttem 7.

Future loan losses may exceed Community 's allowance for loan losses.

Credit risk is, perhaps, the single most significant risk to a community bank. Community is subject to credxt risk,
which is‘the risk of losing principal or interest due to borrowers’ failure to Tepay loans in accordance with their terms.
A downturn in the economy or the real estate ‘market in our market areas of a rapid change in interest rates could have
a negative effect on collateral values and borrowers’ ability to repay. This deterioration in economic conditions could
result in losses to Community in excess of loan loss allowances. To the extent loans are not paid timely, the loans are
placed on non-accrual, thereby reducing interest income. To the extent loan charge-offs exceed our estimates,
increased amounts charged to the provision for loan losses would reduce income.

10




Rapidly changing interest rate environments coula' reduce Community’s net interest margin, nel _interest income, fee
income and nel income, . - . -

Interest and fees on loans and securities, net of interest paid on deposits and borrowings, comprise the major source of
revenue for Community. Interest rates are key drivers of net interest margin and subject to many factors beyond the
control of management. For most of 2006, the banking industry experienced the impact of a “flat” or “inverted” yield
curve, which significantly hampered efforts to expand net interest income in the second half of the year. The shape of
the yield ‘curve influences the interest rates that can be charged on ldans or paid on deposits.  The prolonged presence
of a flat or-inverted yield curve could significantly impact the potential for sustaining or improving net interest income
in ensiing years or until the yield curve returns-to a more normal position. Additionally, unexpected increases in
interest rates in the future could result in interest expense increasing faster than interest income because of mismatches
in financial instrument maturities. Further, substantially higher interest rates generally reduce loan demand and may
result in slower loan growth. Decreases or increases in interest rates could have'a negative effect on the spreads
between the interest rates earned on assets and the rates of interest paid on liabilities, and therefore decrease net
- interest income.

The interest rate environment and the shape of the yield curve took on increased importance for the banking industry in
2006 and beyond. Although management believes it has implemented effective asset and liability management
strategies to 'reduce the potential .effects of changes in interest rates on Community’s results of operations, any -
substantial, unexpected, or prolonged deviations in market interest rates could have a significant effect: on
Community’s operations and its financial results. For a more complete description of the risks associated with intérest
rates and changes in rates, please refer to the section entitled “Net Interest- Income” of Part II, Item 7.. g
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Conimunity’s pro Habrh

de ends significantly on economic conditions in its local markets.

[
”

Community’s success -depe'nds primarily .on the ‘general economic conditions~in its local markets of central
Pennsylvania and northern Maryland. The local economic conditions-in these areas have a significant impact on the
demand for Community’s products and services as well as the ability of Community’s customers to repay loans, the
value of the collateral securing loans and the stability of Community’s deposit funding sources. A significant decline in
general economic conditions, caused by inflation, -recession, acts of terrorism, outbreak of hostilities or other
international. or- domestic occurrerices, unemployment, changes in securities markets or other factors could impact
these local .cconomic conditions. and, in turn, - have a significant effect.on Community’s operanons and its ﬁnanc1al
.results, ; Co . DT ' PRI
. : P ' R T oo e ! '

The financial services industry. is very competitive : e L i

. .
. . ‘.
[ . -, . . . - :

Community faces competition in attracting and retaining deposits, making loans, and providing other financial services
throughout its market area. Competitors include other community banks, larger banking institutions, and a wide range
of other financial institutions such as credit unions, government-sponsored enterprises, mutual fund companies,
insurance companies and other non-bank businesses. Many of these competitors are national in scope and have
substantlally greater resources w1th which to service their customers. - '
Supervision, Regyiarion and Comgfiance : ‘ : o
T Lt ¥ . N i - ' i . . .
Community is subject to extensive state and federal laws and regulations governing the banking industry, in particular,
and public companties, in general. Changes in those laws and regulations, or the degree of Community’s compliance
~with those laws and reguiations as judged by any of several regulators that oversee Community, could have a
significant effect on Community’s operations and its financial results.

Acquisitions

Over the last several years, the Corporation has entered into ‘a number of mergers or acquisitions of both banks and
other financial services companies. In connection with these transactions, estimates and assumptions were used to
assess whether expense savings and other synergies could be realized from the merger and were considered in the
determination of the acquisition price. The Corporation’s single largest merger was its acquisition of PennRock
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Financial Services Corp. and its primary subsidiary, Blue Ball National Bank (Blue Ball) on July I, 2005.
Additionally, Community currently has pending mergers of two smaller ﬁnanc1al institutions that are expected to be
completed in the second quarter of 2007.

B .

The success of these mergers, and all future mergers, is largely dependent on the level of efficiencies gained from a
number of standard initiatives, including: the reconfiguration of duplicate internal operations; the removal of certain
administrative functions; the elimination of redundant external contractual services and; the convergence and
standardization of various retirement, bonus, and incentive programs. Each transaction includes risks that these
expected savings, efficiencies, or synergies will not be fully realized or may take longer than estimated to be realized
and could have a significant effect on Community’s operations and its financial results. Furthermore, a failure to
realize these efficiencies, expense savings and other 'synergies in any single merger transaction may affect
Community’s ability to acquire complementary businesses in future periods and, consequently, could seriously impact
its ability to expand its franchise through acquisitions. - : o

1
+

Goodwill Impairment

Current-accounting standards require that the purchase method of accounting be used for-all business combinations.
Under purchase accounting, if the consideration exchanged in the acquisition of a company exceeds the fair market
-value of the net identifiable assets of that company, the excess amount must be reflected on the records of the acquirer
as goodwill. At the end of 2006, Community had recorded approximately $246 million of goodwill, the majority of
which was recognized in connection with the merger of PennRock. . Under purchase accounting, the Corporation is
required to evaluate goodwill for impairment on an annual basis: Recognition :of any impairment in the carrying
amount of goodwill must be included in the results of operations in the period in which a determination of impairment
has been made. Based upon its most recent analysis, management has determined that the carrying amount of goodwill
has not been impaired as of December 31, 2006. The carrying amount of goodwill will continue to be apalyzed in
subsequent periods and there is no assurance that goodwill or some portlon thereof w1ll not be considered tmpa1red
.pursuant to an evaluation conducted at a future date.” .. . iy

Abtlttv %) Pathwdends N Co . : o '

‘ Community’s ab1l1ty to pay dtvtdends depends, to a large extent on its receipt of dividends from its direct or indirect
subsidiaries. Currently,.the Corporation’s primary source of dividends for distribution to sharcholders is dependent
upon the receipt of dividends from its primary banking subsidiary, CommunityBanks. The ability of the Bank to pay
dividends to the Corporation is subject to its profitability, financial condition, and other cash flow requirements. There
is no absolute assurance that the Bank or any of the other subsidiaries of the Corporation will be able to pay dividends
in the future or that the Corporation will generate adequate cash flow to pay dividends in the future. Community’s
failure to pay dividends on its common stock could have a material adverse effect on the market price of its stock.
" Community's stock price can be volatile. . .
The market price of Community common stock may fluctuate significantly in response to a number of other factors,
including changes in securities analysts’ estimates of financial performance, volatility of stock market prices and
volumes, rumors or erroneous information, changes in market valuations of.similar companies and changes in
accounting policies or procedures as may be required by the Financial Accountmg Standards Board or other regulatory
agencies. Lo v, ’ .

[ N L weal . N o
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Item 1B, Unresolved Staff Comments e

None. ST T T . L,

Item 2. Properties _ L .

Community Banks, Inc., does not own or lease any property. As: of December 31, 2006, the Bank .owns<42
unencumbered-properties and leases 40 other properties. Community’s other-direct and indirect subsidiaries own 6
unencumbered properties and lease 4 propertles Flve properties owned by Community’s indirect subsidiary, PSB
Realty, are leased to the Bank. ... RN . . . Ce il

The principal office of Commumty is located at:777 East Park Drive, Harrisburg Pennsylvania 17111, The principal
office of th: Bank is owned and located at 150 Market Square, Millersburg’ Pennsylvama 17061, with executive and
administrative offices at 777 East Park Drive, Hamsburg PA 17111, -}

The Bank ¢ .urrently has 74 branch offices located in Adams Berks Chester, Cumberland, Dauphin, ‘Lancaster,
Luzerne, Northumberland, Schuyikill, Snyder, and York counties, Permsylvama and in Carroll County, Maryland.
The Bank owns or leases 88 automated teller machines located throughout these countles

From time to time, the Bank also acqutres real estate by virtue of foreclosure proceedings, and such real estate is
disposed of in the usual and ordmary eourse of busmess as expedltlously as is prudently possrble

Wy P

ftem 3. Legal Proceedings: - . .
Various actions and proceedings are presently pending to which ComrﬁUnify and/or one or more of its subsidiaries is a
party. These actions and proceedings arise out of routme operatlons and, m management s.opinion, will not have a
matenal adverse effect.on Community’s consohdatecl financial .position” or “results of operations. Community. is not
requlred to make any disclosures pursuant 1o Section 6707A(e) of the lntemal Revenue Code.

Item 4. Submission of Matters to a Vote of Security Holders:

1 . *. . "

No matters.were submitted to a vote of security holders during the fourth quarter of 2006.

e




PART iI S

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities: '

Market Information

The shares of Community are traded on the Global Select Market Tier of the Nasdaq Stock Market under the symbol
CMTY and are transferred through ‘local.and regional brokerage houses. Community had approximately 5,450
shareholders ofirecord as of December-31; 2006. The following table sets forth dividends declared per share and the
high and low closing prices for Community common stock as reported on the Nasdaq during the periods indicated.

oL . e ;L2006 - - . 2005 : ]
C Price Per Share  -,'| Dividends-!| | .Price Per Share .| Dividends
Low High Declared Low . High Declared
o First Quarter $ 2567 | . § 2785 $- 0.19 2% 2257 |. % 2715 3 0.6
Second Quarter $ 24.38 ‘8§ 27.39 $ 0.20 § 2194 $ 2524 $ 0.18
Third Quarter $ 24.58 $ 27.29 $ 020 $ 2539 | § 2748 $ 0.18
Fourth Quarter $ 25.74 $ 28.48 § 020 $ 23.90 $ 28.42 § 0.19

Holders of the common stock of Commumty are enmled to such d:v1dends as may be declared from time to time by
the Board of Directors ‘out of funds legally available. Commumty currently expects_ that it will continue to pay
comparable dividends in the future; subject to regulatory requirements, Community’s financial condition and
requirements, future prospects, business conditions and other factors deemed relevant by the Board of Directors. As
noted in “Capital Adequacy” in Part I, Item |, Community is subject to various regulatory capital requirements that
limit the amo'unt of capital available for dividends.

1

The market prices listed above dre based on ‘historical market’ quotatlons and have been restated to ‘reflect stock
dividends and splits. Information concerning sécurities authorized for issuance under equity compensation plans is set
forth in Note 14 to the Corisolidated Financial Statements included in this report at ltem 8 and is incorporated herein

by reference.

Issuer Purchases of Equity Securities . S T S v

During the fourth quarter of 2006, Communit§ repurchased the following shares of its common stock pursuant to its
employee benefit plans. During this period, Community did not purchase any shares pursuant to its Share Repurchase
~ Program. Community did not sell any unregistered securities during the fourth quarter of 2006,

Total Number of Capacity to
. Shares Purchased Purchase
Total Number Average Price as part of Publicly . More Shares
of Shares Paid Announcéd Plans  Under Repurchase
Purchased . Per Share *_or Programs Program
10/1/06-10/31/06 1,963 $27.06 1,963 53,900
11/1/06-11/30/06 450 $27.16 450 53,900
12/1/06-12/31/06 299 . 82834 299 53,900

1. In July 2003, Community registered 50,000 shares of its common stock for purchase by employees pursuant to
the 401(k) savings plan and the Board of Directors authorized the repurchase of shares of Community
common stock to fund the plan. No timetable was set for these repurchases.

2. In the fourth quarter of 2005, Community announced a plan to repurchase 787,500 (restated for 5% stock
dividend in 2006) of its shares. No expiration date was given for the repurchase. As of December 31, 2006,
53,900 shares remain to be purchased pursuant to this plan.

3. During the fourth quarter of 2006, no plan or program expired and Community did not determme to terminate

any repurchase program.
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STOCK PERFORMANCE GRAPH

ot

The following graph shows the yearly percentage change in Community’s cumulative total shareholder return on its
common stock from December. 31,.2001, to December 31,°2006, compared with the cumulative total return of the
Nasdaq . Stock Market . (U.S. Compames) and a self-determined peer group consisting of thirteen bank holding
compames The bank holding-companies in the peer group.are Bryn Mawr Bank Corporation, Citizens & Northern
Corporation, Comm Bancorp, Inc., Community Bank System, Inc., FNB Financial Corporation, Harleysville National
Corporation, KNBT Bancorp, Inc., Leesport Financial Corp., National Penn Bancshares, Inc.,, Omega Financial
Corporation, S&T 'Bancotp, Inc., Sandy Spring Bancorp, Inc., and’ Sterling Financial Corporation. Community
selected these compames because they conduct a commumty bankmg business in similar markets and they are ‘similar
to Commumty in asset size and market capltallzanon

.
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*.Comparison of Five-Year Cumulative Returns _
180 Community Banks, Inc. L
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12/31/2001 12/31/2002 12/31/2003 12/31/2004 12/31/2005 12/31/2006
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f1
) Legend ' _
12/2001  12/2002  12/2003 12/2004 12/2005  )2/2006
— Community Banks, Inc. 100.0 110.7 169.1 1563, 1598 1713
" Self-Determinéd Peer Group ! 100.0 115.6 154.0 173.7 155.9 170.0 !
------ NASDAQ Bank Stocks . 100.0 1024 . 131.7 150.7° 1472 165.2
——e— NASDAQ U.S. Companies 100.0 69.1 103.4 125 . 1149 | 1262
' Notes: '
A. + The lines represent monthly index levels derived from compounded daily returns that include alt dmdends
B The indexes are reweighted daily, using the market capitalization on the previous trading day.,
. C. + Ifthe monthly interval, based on the fiscal year-end, is not a trading day, the preceding trading day is used.
D The index level for all series was set to $100.0 on 12/31/2001.




Item 6. Selected Financial Data:

. At or for the Year Ended December 31,

§-

oo ! ‘ ‘ 2006 2005 * C . 2004 2003 - 2002
LA S i (doltars in thousands except for per share data) - .
BALANCE SHEET DATA L : TN L e
At Period End: - o L L : oo PV
., Investment secumles . v $- 659,136 S ..628585 .§ 619,110 § = 646961 .3 667801,
" Total loans - 2,370,889 ’ 2,237,065 - 1,217,456 L 084, 678 916 051 -
Total assets ~ © 3,496,370 3,332,430 N 954,799 ‘1,861,063 1680 362
Total deposits 2,513,182 2,294,367 | 305 537 1,230,685 I ,132.913
Long-term debt 315,079 430,719 404,662 411,422 320,533
Stockholders’ equity . . 486,161 . 476,673 152,341 143,406 |, __ 129,162
Average:
Total assets 3,403,421 2,668,605 1,941,096 1,780,679 1,580,046
, Total stockholders” equity -+; - - 475710 318,768 '+ . 145750 , 135,773 119,352
EARNINGS DATA: o e . R -
Net interest income 106,900 82,645 56,557 52,514 50,488
Provision for loan losses 2,050 2,300 3,100 2,500 13,350
Net lnterest income aﬂer pr0v1510n for .- '
loan Iosses ~ ' ‘104,850 ©vT 80,345 53,457 - ° T 50,014 47,138
Other intome ' 34,967 26,437 23,213 20,463 13,975
Other expense 84,885 75,069 49,993 45,718 39,300
Provision for.income taxes e 13,901 6,072 4,879 . 4359 . .. 3367
Net income 41,031 25,641 21,798 20,400 18,446
PER SHARE DATA: ) N -
Basic earnings per share 1.74 1.38 1.70 1.59 1.45
Diluted eamings per share 1.72 L35 1.65 1.54 o142
Cash dividends declared 0.79 0.7 0.64 “0.60 - 052
Book value 2067 19.81 11.86 - 11,17 -, 10.16
{\verage,dllutcd shares outstanding 23,918,486 18,975,425 13,203,653 13,122,240 13,115,886
PROFITABILITY RATIOS: ... e - . . - .o
Return on average assets 1.21% 0.96% 1.12% 1.15% 1.17%
Return on average stockholders” equity 8.63% 8.04% 14.96% 15.03% 15.46%
Net interest margin (FTE) 3.88% 3.76% 344% " 3.50% 3.78%
Efﬁcienc'y ratio ~ 57 33% 57.51% 60.42%  60.59% | 56.92%
CAPITAL AND L[QU]D[TY RATIOS:
Stockholders’ equity to total assets 13.90% 14.30% 7.79% 7.71% 7.65%
Average equity to average assets - 13.98 ‘ 11.95% 7:51% 7.62% * 7.55%"
Dividend payout ratio 45.52. ) 52.42% 37.69% 37.35% 36.07%
Net loans to assets 67.13% s, 66.36% 61.47% 57.25% 53.10%
ASSET QUALITY RATIOS: '
Aliowance for-loan losses to total loans ~ t A
outstanding ‘ e 1.00% 1.03% , - 1.18% 1.22% 1.35%
Allowance for loan losses to non- accrua] . ' .
loans 188% 253% 266% ° 162% 131%
Non-accrual loans to total loans T )
outstanding 0.53% 0.41% 0.45% 0.76% 1.04%
Non-performing assets to total assets ovo- 0.36%. 0. 32% 0.38% 0.70% 0.63%
Net charge-offs to average loans Co ; . '
outstanding ' ' 0.06% - 005% 0.16% 0.17% 0.35%

* 2005 amounts include the impact of the July 1, 2005 merger with PennRock Financial Services Corp.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations:

. I Y sl ou oy :

o ' 1

INTRODUCTION o
Purpose of this Presentation

This presentation has been designed to provide a narrative explanation of the financial statements of Community
Banks, Incl- (*Community” or “thé Corporation”). "The purpose of ‘this *presentation is' to enhance 2006 financial
disclosures and to provide a framework for evaluatmg the extent to which historical performance can be relied upon to
assess prOSpects for future performance ‘ T ! ’ ul
Y L VR i va t [P [ # , AR ke
Pregentation Format Pow v e
T, : T L . i - ..I' S Lt e
Throughout this ‘presentation, net ‘interest’income and yields-on eammg assets have been presented on"a fully-tax
equivalent’ basrs v~ Unless ‘otherwise indicated, balances represent: average 'daily balances earnings' per share are

présented on a fully-diliited basis, atid all dollar amounts ate presented in thousands.  ** * - e
R . CE e o R ", A e o . |

1

Background

The July I, 2005, merger with PennRock Financial Services Corp (“PennRock”) représented afiiilestone’ in thé
expansion of the Communlty franchise. As requrred under generally accepted accounting principles (“GAAP”), the
mefgér was accounted’ for under- the -piirchase method of accointing for- business combinations (“purchase
accounting”).." Prior to the merger, PennRock’s financial performance- was denved prmcnpally from actlvmes of 1ts
primary operating subsrdlary, Blue Ball National Bank (“Blue Ball”). ' - -

For 2006, annual results reflected “combined” operating activities of Community and the*fofmer Blue Ball for the
entire year. In 2005, operating results of historical Community were combined with the’ ‘operating-results of the former
Penn Rock begmmng on July 1, 2005, to form the iewly-coimbined Community.” In’accordance with GAAP, financial
results for the six month period prior to the July 1, 2005, merger date did not include Blue Ball-related financial
activity-and reflected only thé pre-merger financial results for historical Community, Consequently; presentatlons ‘of
annual results for the-twelve month period-ended December 31, 2005, reflect a “hybrid” presentation consisting of six
months of pre-merger Community activity and six months of post-merger combined results.
(e A ) .
Virtually all comparisons of full year 2006 financial results to the hybrid results of 2005 will reflect distortions owing
to the' hybrid +presentation. of 2005 financial statements. Similarly, rall financial presentations prior to' 2005 ‘are
exclusively those of pre-merger, historical Community and will also yield distortions when compared to both the 2006
combined results and the 2005 hybnd results Cotron T SRR SR L e
C " ' ' ) ST R R Ce W i r
To the extent practlcal, alternate presentatmns of financial information will be made in order to make comparative
results more méaningful to the reader.” Such information will be clearly defined and labeled so as’to provide consistent
and comparabler presentations, despite” the ‘inherent- limitations of comparability resulting from the merger. As an
intuitive baseline, the addition of Blue Ball activities would ordinarily-be expected to'increase combined operations by
50% for full year comparisons, based upon the comparative size of the separate companies prior to the merger.
Because of the mid-year 2005 consummation date, however, increases from 2005 to 2006 would be: expected to reflect
general incréases” of half that amount, «6r 25%, exclusive of the effects of operatlonal 1mprovements and organic

LI

balance sheet growth o o a : . : P
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« . GAAP REPORTING ISSUES L .

This section of the presentation will summarize the salient GAAP reporting issues associated with presentations of
financial information for Community, including: forward-looking statements; critical accounting policies; and GAAP
versus “non-GAAP” presentations. .

Forward-Looking Statements

Periodically, Community has made, and will continue to make, assertions that may include forward-looking
information. Community cautions that forward-looking information. disseminated through financial presentations
should not be construed as guarantees of future performance. Furthermore, actual results may differ from expectations
contained in such forward-looking information as a result of factors that are not predictable. Financial performance
can be affected by any number of factors that are not predictable or are out of management’s direct control. Examples
include: the effect of prevailing economic conditions; unforeseen or dramatic changes in the general interest rate
environment; actions or changes in policies of the Federal Reserve Board and other government agencies; the risk
associated with giobal instability; business risk associated with the management ofi the credit extension function and
fiduciary activities. Each of these factors could affect estimates, assumptions, uncertainties and risk.used to develop
forward-looking information, and could cause actual results to differ materially from management’s expectations
regarding future performance, ) R Y

Critical Accounting Policies = | - : . K \
The identification of those accounting policies which are deemed to be critical to the application of GAAP on reported
results of Community is an important facet of this presentation. Management has identified the applicable
promulgations of GAAP that have particular relevance in connection with reported results: . .

» Allowance for Loan Losses: Adequacy of Allowance P
- « - Purchase Accounting for Business-Combinations. . C
= “Other than Temporary Impairment of Investment Securities

.

Management belleves that the apphcatlon of its accounting pohcnes and procedures for each of the above items shou]d
be considered to be a critical accounting policy to ensure the fair presentation of Community’s financial statements.
s Adeguacy of Allowance

. i 1
Community applies a systemic methodology in order to estimate the allowance for loan losses. This methodology
incorporates management’s judgments about the credit quality of the loan portfolio and a disciplined, regimented
methodology that is consistently applied. This process requires that a detailed analysis of the loan portfolio be
performed on a quarterly basis. This analysis includes a specific individual loan review for any and all loans that meet
specific materiality criteria. Such loans are evaluated for impairment under the provisions of Statement of Financial
Accounting Standards (“SFAS”) No. 114, “Accounting by Creditors for Impairment of a Loan.” The portfolio is
further stratified to analyze groups of homogeneous loans with similar risk characteristics. Such loans are evaluated
under the provisions of SFAS No. 5 “Accounting for Contingencies.” :
Management considers all known relevant internal and extemal factors that may affect loan collectibility, as well as
particular risks indigenous to specific types of lending. The process is further designed to consolidate the aggregate
loss estimates and to ensure that the aliowance for loan losses is recorded in accordance with generally accepted
accounting principles. The final results are reviewed and approved by executive management. Results are regularly
validated by a review of trends associated with loan volume, delinquencies, potential concentrations, or other factors
that may influence the methodology used to estimate the allowance for loan losses.
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e Purchase Accounting for Business Combinations ,

r

In June of 2001, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 141, “Business
Combinations,” and SFAS No. 142, “Goodwill and Other Intangible Assets.” These standards eliminated the pooling-
of-interests method of accounting (“pooling”) in favor of‘purchase accounting. Further, these standards ‘were
promulgated to ensure that post- merger financtal statements of combmcd entities are prepared in a manner that best
represents the underlying economics of a business combination.

These standards necessitate the application of accounting policies and procedures that entail the use of assumptions,
estimates, and judgments that are critical to the presentation of financial information, including the ongoing valuation
of intangibles. The uitimate responsibility for the application of these standards and the adequacy of disclosures
related thereto rests with management. While Community has applied these standards to other business combinations.
completed since 2001, the magnitude of the PennRock merger on Community’s consolidated results suggests that the
application of these standards since the date of that merger is substamially more critical to the presentation of financial
information. : :

*  Other than Temporary Impairment of Investment Securities i

Investment securities are written down to their net realizable value when there is impairment in value that is considered -

to be other than temporary.” The determination of whether or not other than temporary impairment exists is a matter of

judgment. Management reviews its investment securities portfolio regularly for possible impairment that is gther, than

_ temporary by analyzing the facts and circumstances of each investment and the expectations for that investient’s
performance. '

GAAP versus Non-GAAP ' - K

"Like many financial institutions, Community had accourited for virtually all of its business combinations using the,
pooling method of .accounting prior to 2002. Under. pooling, historical pre-merger financial information of the
combined companies was.restated “as if” the combination had occurred prior.to the earliest period presented.; This
approach was advantageous in that it allowed for year-over-year financial performance compan'sons that were prepared
on a consistent basis. Under purchase accoummg, financial statements for any periods prior to the date of the merger
are not restated, creatmg the potential for comparisons that in-some respects are inherently inconsistent, .
Like most- other fmancnal :nstlmtlons that have made large acqu151t|ons since the mandate of purchase accounting,
Community is now providing certain non-GAAP information to assist investors in their understanding of the effect of
acquisition activity on reported results. Many. of these disclosures have been designed .to overcome comparability
issues related to the influence of intangibles (principally goodwill) created in mergers. Such information is not
presented as a substitute for traditional GAAP measurements, but is prowded as a supplemental enhancement to
1mprove comparability and investor understanding. : \ ’

Commumty has augmented its traditional GAAP presentatlon by providing an extensive reconciliation of relevant

GAAP and non-GAAP measures to enhance its disclosures of comparative financial performance. The reconciliation

appears at the end of Part 11, Itern 7, of this filing. Below is a summary of critical GAAP measurements along with a

brief description of the adjustments necessary to produce comparable non-GAAP measurements.
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Traditional GAAP Measures . Adjustments i ' Comparablé Non-GAAP Measures

[ [RRY .
+ 1 .  th ' Fl oL

_ Balahce Sheet:

R Average Assets . Excludes Intangible Assets from Assets Average “Tangible™ Assets - .

Average Equity " Excludes l;itangible Assets f;om'Eciui;t}f Avefage “Tangible” Equity
Equity to Assets - Excludes Intangible Assets from Equity “Tangible” Equity to Assets
A L . and Assets ) . Lo . ‘
*  Book Value per Share o Excludes Intangible Assets from Equny “Tangible” Book Value per Share
. . X W o v . . [ Lk
Performance: S ‘ o ' v ' U
’ . Excludes After-Tax Effect of Mergers & ' _
Net Income / EPS Acquisitions (M&A) Expense and Other “Core” Net Income /'EPS
Special Charges .
Excludes After-Tax Effect of CDI w “
Net Income / EPS Amortization, M&A Expense, and E'Il;znglble or Operatmg Incor}‘lc/
Other Special Charges
Retum on Averagé Assets (ROA) “Tangible"*Net.Income divideq by . Operat'ing Return on Avcr.age TR A
[ C " : -+ Average “Tangibie” Assets* +- ., .  “Tangible” Assets (ROTA) '
_Return on Average Equity (ROE) . “Ta'ngible” Net.Incomc d'i\'ridcd by - O,perat‘ing Retur:n on Avefqge
T S : " . Average “Tangible” Equity . - *“Tangible” Equity (ROTE)

2006 PERFORMANCE OVERVIEW AND SUMMARY
Executive Overview ' T Cel et

In the first full year of combined operations with Blue Ball, Community reported 2006 net income of $41 million
and earnings per share of $1.72. Results for the year improved dramatically from 2005 when net income and earnings
per share were $25.6 million and $1.35, respectively. While -2006. earnings per share grew 27% from 2005,
performance in the previous year had been adversely affected by $8.2 million in pre-tax merger, conversion, and
restructuring expenses that had*been recorded prior to the consummation of the 2005 mid-year merger with Blue Ball.
On July '1, 2005, Community completed the acquisition of Biue'Ball and, as required.under GAAP, combined Blue
Ball’s operating activities for only the last six months of that year. The addition of the Blue Ball Division has
facilitated Communlty 3 ongomg transformation to a more sirategically relevant franchise in the Mid-Atlantic reglon' X

During the third quarter ‘of 2006, Commuruty announced two’ pendmg Mergers w1th future banking partners when
it revealed its plans to-acquire BUCS Financial Corp and East Prospect State Bank. These two combinations. are
expected to be completed in the second quarter of 2007 and will provide an important market extension into the
desirable, adjacent Central Maryland region and will bolster Community’s existing position in the.vibrant York
County, Pennsylvania, market. Earlier in 2006, Community completed a smaller acquisition of an insurance agency
operating within its Blue Ball market and then subsequently acquired the .trust business of- a competing financial
institution. Each of these acquisitions were- fully absorbed by Community by the end of 2006 and will allow the
Corporation to further leverage the existing 1nfrastructure that was desugned to serve the specialized needs of these
customers. .

By the end of 2006, Community’s operating footprint boasted assets of $3.5 billion and 74 banking offices that
extend throughout the center of Pennsylvania from the Pocono region to just over the Maryland border. Blue Ball
operates as a separate division in the attractive Lancaster, Berks and- Chester county markets of south-central .
Pennsylvania. Community is the 8% !argest financial services holding company headquartered in Pennsylvania and the
largest financial institution headquartered in its capital city of Harrisburg. The pending mergers w1ll add 5 offices and
approximately $200 million in assets upon compietion.
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2006 Economic Conditions and Yield-Curve Dynamics s R s e

The dominant economic theme for the bankmg 1ndustry throughout 2006 was the ongoing influence-of “yield curve
dynamics.” The primary source of revenue for most financial institutions, particularly community banks, is derived
from intermediation’ activities. Intermediation activities are defined as the net revenues generated from the process of
gathering deposits, combined with the facilitation of credit extension to retail and commercial customers. : Banks must
maintain a constant vigilance on monitoring and managing the effects of interest rate changes on this essential source
of revenue production. Much of ‘this effort focuses on future expectations regardmg the shape of the yleld curve, or
yield curve dynamics, and its 1mpact on pncmg activities; ’ e . S
Yield curve dynamics begins w1th the notion that current 1nterest rate offenngs on various maturmes of U S. Treasury
securitics provide the fundamental indicator of the prevailing interest rate profile and, simultaneously, act as-a
guidepost for incremental loan and deposit pricing decisions. The traditional, or.‘“normal” yield curve, has some level
of-slope and is typified by steadily increasing rate.offerings on instruments with. longer maturities. The slope of the
yield curve is driven primarily by expectations for both inflationary trends and the implied future interest rate
expectations for these instruments. Generally speaking, a yield curve with a steeper degree of slope provides more
opportunity for banks to increase the spread between earning asset yields and funding costs. A steeper yield curve,
when combined with growth in earning assets and deposits, can be expected to yield expanded revenue performance.
1 . L] * ¥ - : - -

Since the beginning of 2004, the Federal Reserve executed a series of rate hikes that created a yield curve that was
considered essentially “flat” by the end of 2005. By explanation, a flat yield curve is characterized by a negligible
disparity between.interest rate offerings across the maturity spectrum of the yield curve. By the middle of 2006, the
yield curve had actually reached an “inverted” condition. An inverted yield curve is characterized by key short-term
interest rates that are Aigher than the rate offerings on instruments with longer maturities; the opposite condition of a
normal yield curve. This phenomenon, which is infrequent in occurrence, is normally unsustainable. for more than a -
short period of time. Uncharacteristically, during the entire second half of 2006, the yield curve remained in an

‘inverted position. For banks, the presence of a flat or inverted yield,curve for a prolonged or sustamed period can

measurably reduce. future opportumtles to expand revenue from mtermedmtlon activities. - ., .

During the course of 2006 yleld curve coudmons contributed 0a gradual compressnon in net interest margms and net
interest income. growth for Community, the two key metrics for top- -line revenue expansion. The prolonged presence

of an inverted yield curve presented special earnings challenges for, Community, as well as throughout the banking
“industry, as rising deposit funding costs, which are influenced primarily by short-term interest rate trends,. have

experienced continuous increases. Alternatively, the portion of the earhing asset base whose rates are derived from the
longer end of the curve, most notably the investment portfolio and loans with fixed long-term maturities, have not kept
pace with the increased cost of funding. Additionally, Community has been increasingly reluctant to extend credit
maturities. without a rate premium commensurate with the incrementat interest rate risk associated with. longer-term

'loans /This eonﬂuence of conditions was particularly apparent durmg the fourth quarter of 2006 when, for the first time

in recent h1=.tory, net interest income experlenced a slight decline. Consequently, it is belleved that the entire bankmg
1ndustry faces a meamngful challenge in the form of further net interest margin compresswn absent fayorable and
timely changes in yi¢ld curve dynamics in the coming year. D e

2006 Performance Summary

The four major components of operating performance are net interest-income; the provision for credit losses; non-
mterest income; and non- mterest expenses.

. '
g ' . N o

.o

. Net Imerest Incomé R ' L

: - . N
n [ ' i} \

Net mterest income, whlch remains Commumty s smgle largest revenue source, grew-to $1135 m:lhon 2006 versus $90
million in 2005, an increase of 28%. Growth was attributed pnmarlly to the full year addition of Blue Ball actmty in

2006.
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In addition to the yield curve dynamics and associated interest rate trends previously discussed, expansion of net
interest income was hampered by constrained loan demand that began to emerge in the third quarter of 2006.
Additionally, the presence of a flat or inverted yield curve minimized the opportunities to expand investment. yields
commensurate with the rise in funding costs. On the funding side, Community experienced both a measurable.shift in
consumer preference for time deposits and a lack of growth in lower-cost core deposit balances. During the course of
the year; rates paid on short-term time deposits rose at levels commensurate with the general rise in short—term interest
rates. The upward pressure on shori-term rates influenced time deposit pricing for Community and its competitors,
The differential in rates between core deposit balances and retail time deposits precluded any opportunity to increase
lower-cost core deposit balances and, simultaneously, increased Community’s. .mix of higher-cost, short-term
certificate of deposit balances. All of these factors influenced an increase in funding costs.

Despite these conditions, Community was able ‘to avoid any meaningful deterioration in net’ interest income
performance throughout most of the year. Late in the third and into' the fourth quarter.of 2006, Community
expenenced trends that; absent future changes in .yield. curve trends, are llkely to dampen meanlngful revenue
expans:on from 1ntermed1at10n activities in the near'term, ' -

I . . o . . . [ *

e Provision for Credit Losses : T S o roon

' & . e . B 1 - ' L

Community’s credit profile remained largely unchanged from 2005 as most vital metrics remained stable. Credit
quality metrics have been stellar for the'last three years and reflect an overall industry trend. The provision for credit
losses was $2.1 million for 2006 versus-$2.3 million for 2005. The 2006 provision' exceeded net charge-offs for the
year, which reached $1.4 m11110n or 0. 06% ‘of loans The .comparable numbers in 2005 were $0.8 million and 0.05%
of 16ans. . . : . J y

s - Non-interest Income
1 . * -
Non-interest income, which included the additional fees from the acquired insurance and trust businesses, grew to
$35.0 miilion in 2006 (inclusive of modest security gains), versus-$26.4 million in 2005, -a growth rate of 32%. The
growth rate in this important source of revenues exceeded expectations beyond the incremental Blue Ball contribution,
due partially to the favorable influence of the fees from acquired businesses. Expenses associated with these acquired
opetations were similarly influenced. Other fees, including rétail investment sales and consolidated overdraft program
fees; also experienced steady 1mpr0vernents The various non mterest income sourt.es of revenue now provide 23% of
aggregate corporate revenues W S . R : . e '

v . . . . LA
N [ ' . L . " L

»  Non-interest Expenses . ‘ .
Non-interest expenses for the year reached $84.9 million versus $75.1 million in 2005. Exclusive of merger,
conversion and’ restructnrmg expenses totaling $8.2 million related to the Blue Ball merger, 2005 expenses would have
totaled $66.9 million. Expenses in 2006 grew nearly 27% from the adjusted 2005 expense total. The growth rate was
substantially attributed to the'full year addition of Blue Ball operations and, to a far lesser éxtent, to the comparatively
modest additions from the acquired businesses. The efficiency ratio for 2006 was 57.33%. While Community was
able to achieve substantial efficiencies from combining core operating activities of pre-merger Community and Blue
Ball, more significant reductions were precluded by continued investments in organic office expansion efforts.

]

» Comparative Performance Measures

Important traditional measurés of relative financial performance between ﬁnanc1al institutions” include return on
average assets (ROA) and, return on average equity (ROE), which were 1.21%and 8.63%, respectively, for 2006.
Comparable measures in 2005 were 0.96% and 8.04%. The 2005 GAAP measures of relative performance were
inctusive of the merger, conversion and restructuring expenses that suppressed 2005 performance. 'Additionally, the
relative magnitude of the acquisition of PennRock to Community’s hlstorlcal franchlse has distorted any compansons
to Community’s pre-merger performance pnor 102005, ' ' ‘ '

]
Tt
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Since the consummation of the PennRock merger, Community has been providing certain non-GAAP measures
designed to assist investors in their understanding of the effect of acquisition activity on reported results. The
comparable non-GAAP measures to traditional ROA and ROE metrics exclude certain non-cash expenses, unusual
charges and certain intangible assets from the computation, and have been designated as “operating return on tangible
assets” (ROTA) and “operating rteturn on tangible equity” (ROTE). ROTA and ROTE mcreased to 1. 36% and
19.57%, respectively, compared to 1:27% and 17.09% for the year ago period.

PERFORMANCE COM PON ENTS

The purpose of this section of the presentatlon is to prowde a more in-depth comparatwe analysns of the four major
components of performance during 2006. :

Net Interest Income A

As with most ﬁnancnal institutions, Community’s major source of revenue is derived from intermediation actwmes and
is reported as net interest income. Net interest income is defined as the difference between interest income on earning
assets and interest expense on deposits and borrowed funds. Net interest margin is a relative measure of a financial
institution’s ability to efﬁcnently dellver net interest income from a given level of earning assets. Both net interest
income and net interest margin are influenced by the frequency, velocity, and extent of interest rate changes, including
the slope of the yield curve, and by the composmon and absolute volumes of eaming assets and funding sources.

The following table _compares net interest income and net mterest margln components between 2005 and 2006 (in
thousands):

2006 ' 2005 -~ Change
Yield / _ Yield / ‘ ' Yield /
Amount Rate  Amount Rate Amount Rate
il
Interest income $ 205,436 6.95% $ 149,456 6.26% 3 55,980 0.69%
Interest-ckpense .~ -90,734 '3.56% 59,648 2.90% 31,086 . 0.66%
Net interest income $ 114,702 $ 89,808 . $ 24,894
Interest spread ' 3.39% - 3.36% 0.03%
Impact of non-interest .
Jfunds - 0.49% 0.40% 0.09%
Net interest margin o0 3.88% - : 3.76% 0.12%

E]

) Overv;'ew--2006 versus 2005 - . o

Comparisons of net interest income and net interest margin for 2005 and 2006 were disproportionately influenced by
the fact that only six months of Blue Ball activity is.included in 2005 results, while 2006 included the combined fwelve
months’ results. - The majority of the volume increases in both interest income and interest expense can be attributed to
the additional six months of Blue Ball activity included in 2006 results.

Quarterly presentations of asset ‘yields, cost of funds, net interest margin, net interest income and other key metrics
provide a.more meaningful analysis of underlying trends in- this component of performance These trends, when
observed in combination with yield curve movements, prov1de insight into the increases in annual results shown above.
To begin this analysis, it is important to take an historical view of the interdependency of mcremental pricing demswns
and the influence of yield curve dynamlcs over the last several years.

o Yield Curve Dynamics: Quantitative Comparisons '

The following presentation of the yield curve at the end of the past four vears provides a dramatic illustration of two
primary issues that have affected interest rate trends since 2003. First, overall intérest rates have increased, although
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such increasés have been most significant at the short'end of the curve, with little or no change in the longer maturities.
These increases coincided with' the series of interest rate increases in the benchmark Fed Funds.rate that the Federal
Reserve commenced at the beginning of 2004. Secondly, the yield curves at the end of both 2005 and 2006.had
remarkably less slope than the previous two year ends. +This dynamic forced the yield curve into a nearly flat position
by the end of 2005 and into an inverted position by the end of 2006.  This is illustrated in the following table: - ..

Year-Over-Year U.S. Treasury Curve

ol
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The above presentation provides an array of interest rates in place at discrete points in time. While useful, this
comparison may exaggerate rate trend movemeénts because it displays interest rates at specific points in time. Rates
displayed at discrete points in time are vulnerable to one-day swmgs and var1at10n‘,, and may not be indicative of

general or average trends.

A more appropriate and inclusive compari_s';c,m can be provided by a presentation of an average yield curve for the last
four years. The incremental pricing of loans, investments, deposits, and borrowings can be more effectively correlated
to changes in average rates over time because, as previously discussed, the yield curve serves as a benchmark for the
incremental pricing of loans and deposits. The following is a preséntation of the yield curve usmg average rates in

place over the last four years.

.

(R
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The above yield curve presentation of average interest rates exhibited interest rate trends similar to those exhibited at
the discrete. year end periods. This presentation of average rates suggests that a flat and / or inverted yie]d curve
position was in_ place. for prolonged periods throughout 2006, which constrained a more’ significant expansion of net
interest income. ro . v L Coa

1 - ! 7 : K T ‘

. Quarterly Net Interest Income Performance: 2006/ 2005. . ..

r .
- Lo, L vt e 1 1

A more 1llustrat1ve presentatlon of trends within this vital source of revenue was revealed in the quartcrly presentation
of results for the four quarters of each of the last two years. The following table provides a comparison of earning asset

yields, funding costs, and other information for each of the four quarters of 2006 and 2005: - - o1 5

4

] i 3 . . e ,
Fourth . Third ,Second - - First .- L
} Quarter Quarter Quarter Quarter '
o+ Asset yield | 7.05% (7.08% . 6.93% 6.74% Ly
. Funding cost 3.85% 3.66% 3.46% 324% . ..,
Interest spread ‘ 3.20% . 3.42% 3.47% 3.50% . ..
Net interest margm . 3.71% 3.90% 3.94% 3.98% J
o] N T T g G 2oyt Lo
" Net interest income $28,089 $28,854 "$28,917 '$28,842 S

P,

3 0 M

Post-combination

=

PR AN

Pre-combination ’

Fourth Third Second First
e Quarter Quarter Quarter Quarter " o '
Asset yield . 6.53% 6.25% 6.06% " 6.04%. ' e
Funding cost ‘ 3.00% 2.76% 2.97% 2.86% - HE IR A
3 Interest spread 3.53% ° 3.49% 309% . -, 318% . ., et
Net interest margin 3.96% 3.89% 3.46% 355% - .. 0 L
Nf:t interest income $28,571, $28,208 $16,650 516,379 R N -

' ‘ ’ £, e : . Y

A chronological review of results, begmnmg in the first quarter of 2005, revealed the followmg trends:
° Resulté n the-.ﬁrs_t half of 2005, which included only historical Community, revealed a trend of
compressing interest spreads driven primarily by an increasing cost of funds. While net interest margin
compressed, increases in loan volume produced only modest increases in net interest income.

. I, v . : it

¢ Coincident with the mid-year 2005 merger of Blue Ball, Community incurred a merger, conversion and
restructuring charge of $8.2 million, the largest portion of which resulted from the expense associated with
the restructuring of Community’s wholesale borrowings. The restructuring portion of this charge, which
.-resulted in a prepayment penalty of $6 million, facilitated the prepayment of $60 million of FHLB term
advances. These advances had a weighted average cost of 6.29%, well in excess of the Corporation’s
incremental wholesale borrowing rate, and contributed to the reduction in aggregate funding cost from

2.97% in the second quarter of 2005 to 2.76% in the initial, post-merger third quarter of 2005. - v

e The third and fourth quarters of 2005' represented the ﬁrst two quarterly perlods of post—merger cornbmed
results. Despite the benefits of the mid-year restructurmg effort, nsmg short term mterest rates and the
‘reduced slope of the yield curve exerted concurrent upward pricing pressure on both rate sensitive’ eammg
asset yields and 'funding costs. Due to robust loan growth overall net 1nterest 'income contu‘rued to

. increase, but atamodest pace. e - N

[ . ' . o

1
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. ® . The first half of 2006 produced trends similar to those in the second half of 2005: (1) rising short-term
interest rates; (2) an increasingly “flat” yield curve; (3) slightly slower loan growth; and (4) parallel
increases in both earning asset yields and funding costs. The increase in funding costs, however, was
disproportionately being driven by the steadily increasing velocity and volume of re-pricing for maturing
time deposits. These re-pricings were occurring at interest rates disparately higher than those -on the
maturing balances, largely due to: (1) the influence of yield curve dynamics on incremental rate offerings,

' most particularly those for maturities under two years and (2) associated competitive pressures.

» While the 2006 third quarter results mirrored those in the first half of that year, supplemental trends
continued to emerge. Growth in low-cost core deposit balances was being curtailed by consumer
preferences for the now measurably higher rates offered on short-term time deposits. Additionally,
steadily increasing volumes of maturing:time deposits were being re-priced at new rates that were far
higher than the original rate offerings on the maturing balances. * -

Generally, Community was experiencing a heavier dependency on time deposits for incremental funding
of loan growth and was no longer using investment runoff as an alternate source of loan funding. In the
first quarter of 2006, time deposits compnsed 43 9% of funding sources. By the third quarter, this
dependency had risen to 47.9%. Loan growth was more modest-than in the first half of the year. More
significant downturns in net interest margin and net interest income were partially deferred and offset by a
lag in the favorable re-pricing of rate-sensitive assets. This lag in the re-pricing of rate-sensitive assets
slowed during the quarter, coincident with. the Fed pause in tightening the benchmark Fed Funds rate at the
end of June, 2006

s By the fourth guarter of 2006 many of these same underlymg trends were exacerbated. The beginning of
the quarter marked the end of favorable re-pricing opportunities for rate-sensitive carning assets. At the
same time, the relative composition of funding sources continued to migrate toward an increasing
dependency on higher-cost, short-term time, deposns By the fourth quarter, time deposits comprised
49.1% of funding sources. ' - o

The following chart illustrates a number of the observations noted above, and focuses on trends’ associated with -

earning asset yields, certificate of deposit costs, and the increasing dependency on time deposits as a source of funding
during each of the four quarters of 2006: )

r

Change from Previcus Quarter—Increase / (Decrease)

. . [expressed in basis points-bp)
' 1 . . 3 P s . .
Fourth Third Second First
Quarter Quarter Quarter Quarter
Earning Asset yield - _ (3bp) - . 15 bp 19 bp 2t bp
Funding cost — time deposits - © 26bp Bbp 29 bp . 25bp
% of funding from timie deposits 49.1% - 47.9% 47.5% 43.9 %

. L] '
o Interest Income / Earning Assets-

For all of 2006, interest income reached $205 million, an increase of $56 million, or 37% over the interest income of
$149 million rcported for 2005. This increase was driven by: (1) the full year addiiion of Blue Ball average assets
versus only six months in 2005; and (2) 1mproved earning asset yield, which rose from 6.26% in 2005 to 6.95% for
2006, an increase of 69 basis points. Average earning assets grew from $2.4 billion to almost $3.0 billion between the
two periods. Excludmg the acquired growth attributed to Blue Ball, organic growth in fotal earnmg assets was
constrained as loan growth was increasingly funded by scheduled runoff in the investment portfolio, particularly in the
first half of 2006. As the balance of the investment portfolio approached functional liquidity and pledging limits,
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Community was required to become more competitive in price offerings on time deposits to fund more modest levels
of loan growth that occurred in the second half of the year. Investment portfol1o balances as a percentage of total
earning assets declined from 26% in 2005 to 20% in 2006. Community has historically focused its loan growth in the
commercial and commercial real estate segments of its core markets..; This growth was also augmented by expansion
of retail lending, including the vital home equity segment.

; . o

o [nterest Expense /F undmg Sources S i

. e . 7 1 " .
Interest expense was more dramatlcally influenced by the changing yleld curve dynamlcs lncludlng the: fundmg added
from the acquisition of Blue Ball. Interest expense grew 52%, from almost $60 million in 2005 to nearly $91 million
in 2006. At the same time, the cost of aggregate funding rose from 2.90% to 3.56%, or 66 basis points. The rise in
short term interest rates, and the increased reliance on hlgher-cost shon term time deposns dramatically increased the

overall cost of funds. RS Jdo

r- -
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. Interesr Spread/ Net Interest Margm '

A financial institution’s ability to effectlvely blend the impact-of changing rates, shifting rate indices, customer
preferencés, and product development initiatives can be measured by the ‘performance of inferest spread, defined as -
the difference between earning asset yield and the cost of funding sources. Net interest margin combines the impact
of interest spread with both investment of non-interest bearing funding sources and management of non-earning assets.

The Corporation reported. modest overall improvement in net interest spread from-3.36% in 2005 to 3.39% in 2006.
Net interest margin, which includes the impact of both net interest spread and the impact of non-interest funds, grew at
a slightly higher rate, from 3.76% to 3.88%, over the same periods. Net interest margin reached its zenith in the post-
merger period during the first quarter of 2006, followed by slight declines in the second and third quarter. By the
fourth quarter of 2006, the margin declined to its lowest level since the merger, primarily due to the trends cited in the
quarterly review.of net interest income. Most of .the observable increase in year-over year margin was linked to the
impact of the growth in the contribution: from:non-interest funding sources, which rose from 0.40% to 0.49%. During
periods of rising interest rates, the contribution from non-interest funds to net interest margin is increased because
funds can be invested at progressively hlgher rates. During periods of declmmg rates, these funds can-be expected to
contrlbute to reductions in net: mterest margin. ¢ o oaw L o e
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Provision for Credit Losses

o . ot - I ST I H . - . o !

For most of the last three years, asset quality has been a mainstay of both. Community’s financial performance and that
of pre-merger Blue Ball. Throughout 2006, the Corporation sustained this trend ‘of high quality credit metrics,
highlighted by the almost negligible net-charge offs of 0.06% of loans. The provision for loan losses declined only
slightly, from $2.3 million in 2005 to.$2.1 mllllon in 2006, which corresponded to the con51stcntly low level of net
charge-offs in both years Net charge-offs grew from $0.8- million in 2005 to $1.4'million in 2006, but refative levels
remained excepnonally low by historical standards. The ratio of net charge-offs to average lbans was constam in both

years, at 0.06% in 2006 and 0. 05% in 2005, the two lowest level of annual charge—offs in the last five years

The ratio of the allowance for loan losses to loans revealed l1ttle change, from 1. 03% at the end of 2005 10 1 .00% at the
end of 2006. At the end of 2006, the- allowance for credit losses reached $23.6 million and provided 188% coverage of
non-accrual loans at that date. Non-accrual loans totaled $12.5 million at the end of 2006.
The provision and the allowance are recorded at levels which are responsive to both the ebb and flow of general credit
quality patterns and, more specifically, to the risks inherent in both seasoned loans and.in incremental additions to
Community’s growing portfolio. Community undergoes a rigorous and consistently applied process on a quarterly
basis in order to evaluate the allowance for loan losses'and the determination of the quarterly provision' for credit
losses. See the section of this discussion entitled “Allowance for Loan Losses and Credit Quality” for additional
information. -
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Non- lnterest Income (excludmg mvestment gams)

e ! '
\1.. ' e

Commumty § non-interest income grew 1o $34 2 m11110n in 2006 versus $26. 2 an increase of-$8.0. m11110n or 31%
This growth can be attributed to four major elements:

Instinctively, the additional six months of Ball activity would ordinarily be expected to account for a
minimum increase of 25% between the two years, after giving effect to both (1) the relatively similar
contributions of non-interest income for the pre-merger companies and; (2) the mid-year 2005 merger
tm‘ung v . : : - . .

The: mid—May; 2006 acquisition .of the Wiley Insurance Agency; a small south-central Pennsylvania
insurance agency, combined with the mid-September addition of the acquired trust assets of a competing
bank, fueled incremental growth in both insurance commissions and income from trust services. As
expected, each of these operations also resulted in increases in expenses that are described in the sectnon
marked as “Non-Interest Expenses”. . ) . ’ \

The addition of these complementary. businesses continued to incrementally .reduce reliance on revenues

~ from intermediation activities. In the fourth quarter, the first full quarter of additional revenues from these

acquired businesses, the ratio of non-interest revenues to total Tevenues rose to 23:8% versus 21.3% in the

- fourth quarter of 2005. AT s . :

‘ The successful coordination and consolidation of the previously separate, pre-merger fee businesses, such

as retail investment sales and the overdraft honors programs provided an additional boost in both revenues
and improved operational dellvery

. " . .- .\
. o 3 L
b ' '

Fmally, Commumty expenenced two favorable events mvolvmg the acceleratlon of discount accretion

. from purchase accounting adjustments that had arisen at the PennRock.:merger date. These two

occurrences produced “one-off” revenues that were reflected in the first and third quarters of 2006. First
quarter results included a nonrecurring gain attributed to .the early retirement of certain FHLB .advances

" that had been scheduled to re-price at higher floating rates. In the third quarter, Community recognizeda

gain on the sale of loans that had been acquired in the Blue Bali-merger. The basis of these loans had-been
adjusted at acquisition for contractually required payments that were not considered collectible. These two
occurrences contributed approximately $927,000 to aggregate increases in non-interest income.

The following is a detailed summary of the various categories of non-interest income, including the full twelve months
of Blue Ball activity in 2006 and six months in 2005: e .

r
[

L . o : - . Change - . - ) L

. _ e 2006 . 2005 Amount - ‘%.: - '

Investment management and trust services $ 4394 % 2692 . % 1,702 63% .

Service charges on deposit accounts 11,507 9413 . 2,094 L 22% -

Other service charges, commissions and fees 7,272 5452 1,820 33%,. °

Insurance premium income and commissions” 4,120 ' 3,350 U770 23%

Mortgage banking activities 2,172 - 2,354 (182) &%
* Earnings on investment in life insurance - 2,725 2,063 . . 662 T 32%

Other income g - 2,045 * 854 1,191 139%

34,235 26,178 8,057 31%
Investment security gaiﬁs ' . 1R L 259 473 . 183%
Total nen-interest inclome . . $ 34967 § 26437 $ 8,530 .32% .
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Investment management and trust services. grew 63%, largely due to the more-robust trust activities acquired-from the
PennRock merger. Pre-merger Community had a'modest trust department with just over $50 million in managed
assets. At the-end-of 2006, assets under management had grown to nearly $415 million, which included the effect of
assetsiadded from both Blue Ball and those added in the fourth quarter acquisition. Retail investment sales, another
component of .this- category, remained vigorous throughout.the year.and were favorably affected by the coordination
and consohdatlon of the previously separate activities of the pre-merger banks. . AR : Coov

\ [N TS I A I ' ! ‘ Vo
Serv1ce charges on deposrt accounts consrst prlman]y of revenues from. tradltlonal overdraﬂ activity and those from the
overdraft privilege programs. Since the last half of 2005, Community avoided initiating any wholesale changes in the
fee structure in the Blue Ball division in order to forestall any potential for customer dissatisfaction in the post-
consummation period. Fee structures were re-evaluated in- the last half of 2006 and are expected to y1eld increases

relatedto rate changes 1n2007l e o e e R s -

%

W e .
Other service charge included the impact,of both ATM surcharge feés and deblt card income. Debit card actlwty has
been, fueled by consumer acceptance of, thls convenient - electronlc payment medium. During 2006, Community
expanded. customer awareness programs desrgned to encourage, usage;: .of signature-based debit card transactions. The -
increased usage of this fee-generating service is\consistent with an industry-wide consumer preference for . the
conveniencé -of debit card-based transactions. These fee increases were more than adequate to offset a decrease in
ATM surcharge fees resulting from the termination of Community’s. propnetary arrangement with a local convenience
-storecham N e e e mTe ,;.:,( S o ;
qn RIS - R

Insurance commissions are compnsed of| agency fees from varlous commerc1al and personal lines. Growth in
commrssnons was partlally offset by declines in title i 1nsurance act1v1ty Title i 1nsurance activity, which is closely, tied to
mortgage actmty, ref]ected the major dechnes in. reﬁnancmgs that began to emerge in 2005. .
Fees from mortgage bankmg slowed consrderably, partrcularlyrconmdenng that 2005 .included only 6 months of
activity from the Blue Ball market. Industry-wrde declines in mortgage reﬁnancmg actwnty restricted fees to those
associated wrth purchase mortgages N - B P S - q.
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Other 1ncome mcluded the aforementloned occurrences mvolvmg acceleranon of merger-related dlscount accretron
" .‘ R LI

‘Securlty gamshad a comparatlvely benlgn lmpact_'on both 2005 and 2?06.
B : L A TIL hs ., LY B
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Non Interest Expenses - ' S 8 ' -
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Total non-intérest” expenises reached $85 million in 2006 vérsus $75 -million in 2005 Results in 2005, however,
included $8.2 million of special charges for merger, conversion and’ ‘resfructuring expenses associated with the mid-
year acquisition of PennRock and its banking subsidiary, Blue Ball. ' Excluding those special charges, non-interest -
expenses reached $66.9 miltion in 2005.%As a result, _core operating expenses grew27% largely due to twelve months
of Blue Ball expenses in 2006 versus Just six months in 2005. In addition, the merger resulted in the recognition of the
full year increment of mtangrble amortization (prrmanly core dep051t intangiblé amortlzatlon) versus )ust six months

in the last halfof2005 k : R R _
. B T Votagr . : "lf . - “: e v ' v '-‘_. . Change o WL
N : LT 2006 "2005- 4. Amount- - " % ‘ "
*+ - Salaries and benefits - L7 '$'46,43¢  $36998 ' §-9436 - 26% . . 7 .
2 o1 ' Occupancy and equipmeént experse Ca "14,111 Fooo 11,355 27620 - 28% . Lo v
Marketing expense ] 1,752 2 036 - o(284) - . (14)% T te e T
: Telecommunications expense D 2,243 "1 359 - 884 65%
R Amortlzanon ofmtangtbles e 2,639 . 1,424, e 1,215 . 8% . s 0
) Other expenses .. - P YA 700 13 692 4008 .. 29% . L
W l 'S'ubt_otal ST e - 84885 | ebsea g2l T
B + . S R ' w T S [ I ‘_"
I Merger conversion and restructunng "7 Pt 8 205 (8, 2053' St et W
v YL ) ) I e . " : Vo
SMATiL s e e S B4.88S 575069+ § 9816 . 13%: - ‘i,
’ T . B - ot ! Ve, Tt EC N A n ! hl
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Overvzew——Operatrng Expense (excludmg merger, conversion and restructurmg) " Lt
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The efﬁcrency ratio. is defiried as expenses dmded by operatmg revenues (exprebsed on a fully taxable equwalent
basis).: If expense levels were to rise-at'a faster pace.than the rise in revenue .growth, the efficiency ratio can be
expected to increase and impede profitability. For all of 2005, the efficiency ratio was 57.51% and was consistent with
the ratio of 57.33 % in 2006, The 2006 ratio exhibited more dramatic improvement after excluding intangible
amortization, a non-cash opefating expense, from the computation. By excluding intangible amortization for 2006 and
2005.(a- non—GAAP treatment) the efﬁcrency ratios for those penods reached 55 55 %, and. 56 29%, respectwely
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The largest single component of non- -interest expenses is salary and benefits. Combmed salary and benefit expenses

comprised 56% of operating expenses (excluding intangible amortization) in 2006 and 57% in 2005. For the month of

December, 2006, the pro-forma’ ¢ombinéd number -of full-time eqmvalent employees (FTE’s) aggregated 993 versus

933 at December of 2005. Increases in the number of FTE’s were drlven principally by (1) two new office openings

" and (2) the acquisitions of the acquired .insurance ‘agericy and trust operations. These busmess expanswn efforts
accounted for 48 of the total of 60 FTE addltlons since the end of 2005 ’ ' e T
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Community continues- its migration toward a compensatron '§ystém that is weighted toward team-based- performance

awards in lieu of annual salary increases that are based upon subjectively-based performance criteria. The plan desrgn o

for these awards emphasizes a “needs-based” assessment of a customer’s financial situation but more closely links
performance compensation with product sales ahd pre-determmed performance goals. Additionally, Commumty offers
a mahagement-based 1ncent1ve program that is directly-tied to year-over-year profit’ performance ~2006 represents the
first full year that this program was extended ‘to‘management personnel who joined Community ‘after' the ‘date of the
merger with Blue Ball. On a relative basis, management-based incentives were reduced from 2005 levels reﬂectmg
the lower year-over-year 1mprovement in core- operatmg performance durmg 2006 " »

Salary and benefits expenses mclude the expenses associated with stock option grants. Prior to 2006, Community
followed the intrinsic value accountmg method of Accounting Principles Board (“APB) Opmlon No. 25, “Accountmg
for Stock Issued to' Employees,” which * was permitted” under SFAS No. 123, “Accounting for Stock Based
Compensation.” Options granted by Community prior to 2006 were 1ssued with an exercise price equal to the fair
value of the stock at the date of issuance. Accordingly, no compensatron expense was recogmzed in the firancial
statements for stock options issued to employees, executive officers or directors through the end of 2005. As discussed
in the Notes to the Consolidated Financial Statements in Item 8 of this filing, Commumty has’ provrded the' required
pro forma disclosures for the impact of stock compensation on:net income and, earnings per share by applying the, fair
value recogmnon provisions of SFAS No 123 in years prior to 2006 Lo o R T
In 20086, Communlty commenced expense recogmtron of optlons now requrred under SFAS No 123(R) “Share Based
Payment”, SFAS No. 123(R), which amended SFAS No. 123 now . mandates financial statement recogrutron of
compensation cost. for stock options and other stock-based awards. ‘In .connection with, its rmplementatlon of the new
standard, Community adopted the modified prospective method. This ‘method requlred recognmon ‘of compensat1on
expense for the unvested portion of existing awards and riew grants, but does not require a transitional restatement of
prior periods. Stock compensation expense of $655,000 .was recerded in 2006, the bulk of which was related to the
January 2006, grant of 255,000 options with-a 3-year vesting period. These options had a-grant date estimated fair
value of $1.7 million. The remaining unrecognized expense of approximately. $1.2 miilion is. scheduled to be recorded
in 2007 and 2008, the final two years of the vestmg perlod ' ) “

In January of 2007, the Board approved an addrtional grant of 273 000 options, whn.h w1ll also be recogmzed as a
component of expense over the vesting period prescribed in the 2007 grant. Unlike the 2006 grant, however, these
options were granted with a 5-year vesting period that will reduce the amount of annual expenses recorded to comply
with SFAS No. 123(R) for the 2007 option grants. Nonetheless expense recognition for 2007 and 2008 will reflect the
incremental expenses associated with opt1ons issued in 2006 as well as those issued in 2007 until all remaining are
fully vested. Thereafter, annual cxpense is expected to peak at nearly $1.2 million and remain stable, subject to the
Board’s preroganve to continue to provide option grants in future periods. The Board intends to regularly study and.
evaluate the on-going effectiveness of the stock-based component of employee’ compensatlon
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o QOccupancy and Equipment Expense

As with other expense categories, increases' in occupancy and equipment expense- increased proportionately to the
impact of twelve months of expenses associated with Blue Ball operations versus six months in 2005. Actual expenses
grew 24%, from $11.4 million in 2005 to $14.1 million.in 2006. ‘While operating savings resulted from the
combination of Community and Blue Ball operations, such savings were offset by the incremental full year costs of the
of the office additions in 2005 and 2006

e . B .ot L

Increases in organic occupancy and equipment expenses are directly tied to the pace of office expansion and the
increased cost of technology, particularly those initiatives that represent enhancements to efficiency, internal controls,
and'service delivery. In 2005, Community.and Blue Ball opened a total of 5 new offices that experienced their first
full year of operation in 2006. During 2006, Conimunity lithited its openings.to an additional office in the first quarter
and another in the fourth quarter, each within Community’s existing market footprint. On a combined basis, the new
office openings of the past two years represented nearly a 10% increase from organic office expansion. '

Incremental office openings planned for both 2007 and periods beyond 2007 are currently being re-evaluated.
Although firm commitments remain in place for 2 new offices and 2 office relocations in 2007, further office
expansion is likely to be curtailed pending the emergence of conditions more favorable to organic branch expansion. -
s Marketing Expenses - ceo T .

Marketing_expense in 2006 was favorably influenced by the efficiencies'.gained through the combination of the
marketing operations of the two combined franchises. Expenses in the second half of 2005 had risen due to costs
associated with the introduction of Community to those customers acquired through the Blue Ball merger. Expenses
reached $2.0 million for all of 2005 and dropped.to $1.8 million in 2006, despite a full twelve months of Blue Ball
activity. Profitability concerns narrowed the Corporation’s appetite for extraneous image advertising and other
discretionary forms of marketing expense. Earnings pressures will continue to drive a marketing focus which
emphasizes leveraging of internal marketing efforts and minimize the use of expensive, external forms of advertising.

e . Telecommunication Expense
Both the organic and acquisition-based growth of-Community’s franchise, and consumer emphasis-on technology-
driven accessibility, has created a need for improved communications over a disparate geographic area. For the last
several years, the Corporation has incurred substantial expenses related to the costs of upgrades for communications
and data connectivity improvements for Community’s growing franchise. These expenses included capacity
enhancements necessary to accommodate both the acquisition of PennRock and the ‘organic growth .of offices.
Telecommunications expense reached $2.2 million for 2006 compared to $1.4 million in 2005, an increase of 65%.
Even with the addition of six months® activity from Blue: Ball, the 2006 increase was disproportionately high.
Expenses in 2006 comprised 2.6% of total expenses versus 2.0 % in 2005: These expernses are expected to stabilize in
2007 as excess capacity created from reccnt investments are expected to accommodate growth planned in the
immediate future. © - - : K : o
' 3. L.
s Amortization of Intangibles
In connection with the merger of Blue'Ball, Community recorded intangible assets of $254 million, including a core
deposit intangible of $13 million. Under the provisions of SFAS No. 142, acquirers are no longer required to amortize
the intangible asset associated with goodwill, which was the most significant portion of the intangibles created as a
result of the Blue Ball merger. Instead, such amounts must be periodically tested for impairment. In contrast, certain
other intangible assets are deemed to have finite lives and are required to be amortized over their assumned lives. The
increase in intangible amortization reflects the full twelve month impéct of the Blue Ball-related core deposit
intangible amortization versus the one-half year amount reflectéd in 2005. :

1
- H
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»  Other Expenses

Significant categories of- expenses icontained- in this grouping include- Pennsylvania bank shares tax, insurance,
contributions, stationery, printing, postage and various other expenses. Virtually all of the increases were influenced by
the incremental- expenses ansmg from the merger of Blue Ball or by expenses associated with business volume
increases. . vy ., S

In 2006, the FDIC announced a substantial increase in deposit insurance assessment rates to be effective Janunary 1,
2007.- At the same time, the FDIC also announced a One-Time. Assessment Credit for those institutions that were in
existence at December-31, 1996, and had paid a deposit insurance assessment prior to that date. Based upon the most
current information available from the-FDIC, it is expected that the annual assessment increase for the Bank will be in
excess of $1 million per year at announced rates: : For 2007, virtually all of the increase.should be offset by the one-
time credit. For years beyond 2007; anticipated rate changes are expected to increase the annual assessment expense,
subject to any changes in prospective assessments that may be announced by the FDIC at some future date.

¢ Income Taxes. - ' ' . R ‘. ' -
Income taxes grew from'$6.1-million in 2005 to $13.9 million in 2006..- Coimparisons to 2005 are distorted by the
influence of the $8.2 million of special charges, the incremental Blue Ball activity in 2006, and the relative levels of
tax-free income. Relative levels of tax-free income were reduced from levels reported for pre-merger Community,
which had a higher proportlon of tax-free investments than the post-combination Corporatlon Community malntams

additional capac1ty to increase the level of tax-free investment as interest rate conditions improve.

e . . iu LIS W N . N .
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R " BALANCE SHEET e A .

Overview, . . oL e : . )
At December 31, 2006, the Corporation’s period end assets reached $3.50 billion, reflecting a change of 5% from the
$3.33 billion of assets recorded at the end of 2005. Average assets reached $3.40 billion for alt of 2006 compared to
$2.67 billion for 2005, an increase that was substantially driven by the mid-year 2005 merger of Blue Ball. Average
loans reached- $2.32 billion, .increasing 36% from 2005, while average investments-actually declined 4%, to $592
million. . Growth in the investment portfolio was limited by the continued use of scheduled investment runoff to fund
loan . growth, particularly in the second- half of 2005.and the first half of 2006. The decision to use scheduled
investment runoff to fund loan demand was influenced by, lower deposit growth rates and by the opportunity to extract
higher-asset yields from loan demand versus investment yields. Average deposits grew.to-$2.41 billion for all of 2006
with much ofthe growth’occurring in the second halfiof the year. By mid-year 2006, opportunities to utilize scheduled
investment. runoff to.fund;loan growth were constrained by liquidity and pledging limitations; this resulted in more
aggressive pricing on certificate of deposit offermgs to fund asset growth in the third and fourth quarters. . -,

. T . . . .
Loan growth which was strong in the first ha]f of 2006 was relatlvely constrained in the second half of the year due
in part, to unexpected loan payoffs which partially offset new loan generation. Growth in commercial borrowings,
while reasonably strong through mid-year, decelerated during the second half of 2006 as mixed reports regarding
economic growth created uncertainty, particularly within the real estate development sector. Conversely, consumer
demand for credit was steady throughout the year and was influenced by, both comparatively low rates and sustained
consumer confidence ' ' ) , ) L .

’ t

Investments - T o . . L o . : \

Cat,

.'.'-‘. N . : ' Lo . 2 T ‘!- T * o0 .. .t s . '
Community has established corporate investment -policies that address various aspects of portfolio management,
including quality standards, liquidity and maturity limits, investment concentrations and regulatory guidelines. The
Corporation’s objective with respect to investment management includes maintenance of appropriate asset liquidity,
facilitation of asset/liability strategy, and maximization of return. Compliance with investment policy is regularly

reported to the Board of Directors.
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o [nvestment Classification

T . o 1 o ..
Securities to be held for indefinite periods of time are classified as “available-for-sale? and carried at.fair valtue:
Community actively manages its investment portfolio and, accordingly, has classified a substantial portion of'its
portfolio as available-for-sale. Such securities are intended to be used as part'of Community’s assevliability
management strategy, and ‘may be sold in response to changes in interest rates; prepayment risk 'and other factors

affecting overall investment strategy. ) . A AN I FUNT TSR TR

Under current policy, if management has the intent and the Corporation has the ability to hold securities until maturity,
securities are classified as “held-to-maturity” investments at the time of purchase and carried at adjusted historical
cost. Community'has added no securities to this category since 2005. St R
T vty el

o 2006 Investment Activity and Funding Trends

In the post-merger period beginning July 1, 2005, Community began utilizing scheduled runoff from the investment
portfolio to facilitate the demand for credn funding, which was outpacing the growth from deposit funding sources.
Changes in the interest ratc environment had exerted upward pressure on the pricing of incremental time deposit
offerings and Community made a decision to be less competitive -in order to minimize the upward re-pricing of ‘its
funding base in a hlgher rate environment. Loan growth remained steady during the first half of 2006, w1th a’‘portion

ik

of the fundmg coming from the contmumg portfolio runoff; - o

In the second half of 2006, while overall rate levels stabilized, the yield curve continued its migration to an inverted
position. At the same time, absolute dollar levels of the investment portfolio had declined toward practical limitations
established by manageément to ensure on-going compliance with internal liquidity and pledging policies. Loan growth
began to slow during the second half of the year, and given the practical limitation on the use of the investment
portfolio as a funding source, changed the funding dynamics. By the end of the third quarter of 2006, a higher reliance
was placed upon time deposits as a source of incremental funding and investment balances were stabilized.

The Corporation reflected a modest pretax unrealized net gam of $202 thousand ,within the investment portfolio at
December 31, 2006. As required, since this unrealized gain pertamed to available for sale securities, the fair value
adjustment was recorded in accumulated other comprehensive loss (adjusted for income taxes) contained in the’
stockholders’ equity section of the consolidated balance sheet.  For those securities classified as available-for-sale,

investments totaling $297 million have a fair market value that exceeded the adjusted historical cost, with unrealized
pretax gains totaling $6.7 million. Alternativety, available-for-sale securities totaling $339 mitlion have a fair market
value less than the adjusted historical cost, reflecting unrealized losses of $6.5 mllllon .Securities classifted as held-to-
maturity had fair market values slightly in excess of carrying values. Specml consideration was given to securities
which were affected by unrealized losses ) s . S et

o e e

o Other Than Temporary Impairment - o . ' Coee T

' ’
- - . B

For several years, .regulators have been addressing the issue of accounting for impairments of certain investments in
debt and equity securitics. In November of 2005, the FASB issued a final FASB Staff Posnmn which nulllﬁed and
clarified certain pl‘OVISlOﬂS of accounting literature regarding the treatment of other than temporary 1mpa1rment
(OTTI).

Community has established a process to apply the accounting requirements for those securities which are deemed to
have the potential to be considered for OTTL. This process'requires that all securities which. have a decline in fair
market value below the carrying value be reviewed on-a quarterly basis. The review of those securities .requires an
analysis of the following: -~ . % v R B : U NI

o The length of time and the extent to which the fair value has been less than cost, o
o The financial condition and near-term prospects of the issuer, and - T VY

¢ The intent and ability of the Corporation to retajn -its investment in the issuer for a periodyof time
sufficient to allow for any anticipated recovery in fair value. .
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At the end of 2006, Community reviewed $341 million of securities which had a fair market value which was less than
amortized cost. The vast majority of unrealized losses related to changes in interest rates subsequent to acquisition and
do not refiect any form of credit deterioration. Of those securities with identified unrealized losses, approximately $18
million were subjected to a more intensive review to determine the potential for OTTI pursuant to the parameters
outlined above. Based upon this evaluation, and the Corporation’s ability and intent to hold those investments for a
reasonable period of time sufficient for a forecasted recovery of fair value, Community does not consider these
investments to be other-than-temporarily-impaired at December 31, 2006.

=

o Investment Summary . ' . " ‘ _ \

The following tables summarize amortized cost and estimated fair vatues at Decernber 31, 2006, 2003, and 2004 and
maturity distribution of securities at December 31, 2006. :

2006 2005 2004

-Amortized ' Fair - Amortized ‘Fair - Amortized Fair
Cost Value Cost " Value . Cost. Value
U.S. government -and federal agency - § 128660 $ 126772 § 125938 3. 123,124 § 126,056 § 125541
Mortgage-backed, primarily federal agency 204,887 .201,972. 186,871 182,313 178,437 179,314
State and municipal ) 219,949 - 225590 - 209,077, . 213475 . 180,110 186,366
Corporate 42,403 42,558 40,351 40,220 58,928 60,043
Equity . 63,035 62,589 68.909 68,486 67,085 67,846
Total . Co $ 658,934 .§ 659481 § 631,146 § 628,118 $ 610616, 3 619,110

ad.
- . - U o

Maturity Distribution of Securities o

One Five o . Weighted

Within Through Through = After - T Average | Average
. ' . One Year Five Years  Ten Years  Ten Years Total Maturity Yield(a)
U.S. Government and federal : - 0

agencies £ 1,130 § 76370 § ' 79935 § 176,111 -8 333,546 10yr. 8mos. "4.95%

State and municipal Y ams - 1,866 22,318 195,765 . 219,949 15yr. Omos. 6.84%

Other ' - - - 16,382 - 9,000 - 17,021 42,403 . 12yr. 1 mos. 7.00%

Total ' $ 1,i30 § 94618 § 111253 § 388,897 $ 595,898  [2yr.4mos.  5.80%
Percentage of total 0.19% 15.88% 18.67% 65.26% 100.00%
Weighted average yield (a) 4.35% 5.11% 5.33% 6.10% - 5.80%

: ' M . . - 4 o . € y - L ’ ) :
(a) Weighted average yields are based on amortized cost which does not give effect to changes in fair value that are reflected as a
component of stockholders® equity. Yields were computed on a tax equivalent basis using a federal tax rate of 35%.

Loans

The pre-merger loan portfolios at Community and Blue-Ball were similar in composition, with comparable credit
quality characteristics. As a consequence, the post-merger, combined loan profile was not substantially different than
the historical loan profile of Community prior to the merger. The differences that did exist, such as Blue Ball’s lower
concentration of consumer loans, were comparatively modest.

'
v

Since the time of the merger, growth trends reflecteéd both gcquired growth (via the PennRock merger) and organic
growth (attributable to incremental loan prodiiction), the-combination of which yielded absolute growth. The following
table of loans presents the absolute growth level of average loans between 2005 (six months of Blue Ball inciuded) and
2006 {twelve months of Blue Ball included):
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Change-

2006 2005 : Amount - % C
Commercial ~ $ 830,141 $ 592,556 8 237,585 40%
Commercial real estate 820,181 562,852 - 257,329 46%
Residential real estate N 151,329 . 128,120 23,209 8%
Consumer~ . 1522,567 431,477 . 91,090 ., 21%

Total - ) 3 2324218 $ 1,715005 § 609,213 -36%

[ ' <

Because of the distortions of purchase accounting, a more reliable and meanin'g'ful gauge of organic growth trends is

illustrated by observing the rate of growth in the various categories of foans for the 2005 fourth quarter average versus

the 2006 fourth quarter average. This companson provides a proxy for organic growth trends because the 2005 base
_ period includes the acqu1red Blue Ball loans. The following growth trends were noted:

Fourth Quarter  Fourth Quarter Change - '

2006 . 2005 . Amount
AL ST IE e I B B R . L o,
. CommerCJaI .. .8 . 840982 1 § - 766,532 .-+ % 74,450- - 10% ot ..
. » Commercial real estate .. . 822,007 . 779,459 42,548 5%
., Residential real estate ... . - ‘ 150 132 - 154,716 . (4,584) (3)%
o, Consumer . o L 540 653 . 502 064- 38,589 8%
Total." Ct A 2,353,774 . 5. 2 202 771 $: 151,003.. - 7%

g . . R : - 1 i T, .
v 2 P H -
! i o . iu, T, . [

Generally speakmg,'the growth in.commercial and commerc:lal real estate-tending prior to 2006 had beenfrobust Total
loan growth rates at pre-merger Community had been in the range of 12% to 15%. for most of pre- merger. 2005 and
2004, the vast majority of which was attributable to expanded commercial and commercial real estate production.
Growth-rdtes continued-to exhibit double-digit growth-trends through the.end of the fitst half of 2006. By mid-year

i 2006, however, growth in these categories began-to abate, largely as a result of factors such as borrower.de-leveraging,

- credit risk consideration, and re-financings with other financial institutions. Given. the uncertainty in- the real. estate
development sector, borrower financing of-Housing tracts, hotels, and other forms of real estate lending waned from the
levels experienced in the first half of 2006, Loan payoff activity was especially vibrant in the fourth quarter of 2006
and, despite reasonably strong new loan generation caused balances to reflect only.modest growth on a net basis. .-

- fee oo R [ R v "

Re51dentlal real-estate lendmg, which’ is. composed:- pnmanly of loans to single-family creditors, has expenenccd a
steady decline as a result of the increasing accessibility 'of-secondary market. liquidity through mortgage banking
activities. Community-based banks continued to provide a convenient portal for consumers to access funding for

. residential lending, but most fixed-rate, conforming mortgages were sold into the secondary market. This strategy has
reduced the interest rate risk associated with consumer preferences for long-term, fixed-rate lending, and provided

-valuable liquidity for other forms of relationship lending. The influence of a cooling housing market has limited the
pace of mortgage lending activity in the near term.

Community has undertaken substantial efforts, particularly in recent years, to become a more competitive consumer
lender within its historical footprint. Community has employed a more centralized consumer lending effort that has
fueled a more proactive lending approach to xdentlfymg and leveragmg consumer lending needs. These efforts have
- been desigried to identify incremental consumer lending opportumtles and to penetrate customer relationships more
- fully. The centralization of administration and oversight of consumer lending activities, inclusive of the Blue Ball
division, has resulted in a more strategic approach to expanded activity in the consumer lending sector.

35 - '




Allowance for Loan Losses and Credit Quality

The following sets forth activity within the allowance for credit losses for the last three years.

' 1

- 2006 2005 2004
Balance at January 1, ‘ $ 2295 § 14421 -§ 13,178 -
Loans charged off * . (2,290) - (2,323) (2,910) -
Recoveries ’ : " 901 - 1,499 1,053.
Provisioii,chargéd to operations 2,050 - 2,300 -+ 3,100
+ .. Allowance established for acquired credit nsk : — 7,068 -
e Balance at December 31 S o $. 23,626 $ 22965 " §.,14421 -
) Allowance fer credrt losses to-loans. ' S 1.00%' 1.03“/“0”‘ - , ' 1.18% o,

e Loan Quality Metrics . A e B R P
The credit quahty proﬁle of Commumty has remained stable for each of the last three vears, the last two of which were
among the best in the history of the Corporation. A critical metric to assess credit quality trends is the relative level of
recent net charge-off activity, While absolute dollar levels of net charge-offs increased from 2005, the relative levels
of net charge-offs to loans remained very 1ow in both 2005 and 2006 at 0.05% and-0.06% of aggregate loans,
respectively. - Thése trends were considered remarkable given-the pace of-loan growth over the past two_years As
indicated earlier, the composition of the loans 'added as a result of the merger of Blue Ball had little impact on the
overall credit risk profile, owing primarily to the similarity in the composition of loans at the two banks.. More
importantly, both the Community and Blue Ball franchises shared a common credit quality culture, evidenced by the
favorable trends and metrics of the predecessor banks prior to the merger and the consistency of trends in the first full
year of dctivity in 2006, 2 . . o i - BT

vor T

At December 31, 2006,.the allowance provided 1.88 times coverage of those loans included as non-accrual lodns... At
the:.end of 2005, this same ratio reflected 2.53 times coverage. While: credit trends-throughout -the -year reflected
generally stable asset quality, Community did-experiénice an increase in non-accrual loans at year end.- The-increase
was attributed primarily to a'limited number of loans and was not deemed.fo reflect any negative trend with regard.to
overall asset quality. At the end of year, management reviewed the components of those loans included as non-accrual
loans as part of its normal quarterly review. Pursuant to that review, there is no expectation that the individual loans
responsible for the increase in the relative level of non-accrual loans would require a loan loss provision beyond the
amounts.already reflected in the finarcial statements. . Management continuously momtors those loans which reach
non-accrual status and believes that such loans are reflected at realizable value. , - . .. . T




The following sets forth loan loss experience for the last five years (in thousands):

+"Loans at'year-end
Dot e 3 : . -
%! Avérage lodns balance "
Balance, allowance for loan losses,
. January 1
\\ .

Loans charged off

» Commercial; financial-and agricultural

- Real estate-commercial mortgage
". Real estate-retail mortgage:
Consumer and other

Total

Loans recovered:

2006 2005 2004 2003 2002

P

'$ 2,370,889 $2237065 851217456 S 1,084,678 '§ 916,051

3 b

. .$ 2324218 5l 715 0051 § 1156514, §1,004781 § - 894,132

. .
'

ce Commerc1al financial and agricultural =

"Real estate- commercna] mortgage
" Real estate- retall mortgage
Consumer and other

Total

Net charge-ofls

Provision for loan losses

4

. Allowance estabhshed for acqmrcd cred1t B

.nsk N T

Balance, allowance for loan losses,

December 31

‘ N . - ]

Net chargc ofTs to loans at' yéar end

oy {j

Net cha.rge-offs to average loans

Balance of allowance for loan losses .

S 1 toloans at year end
oo .-.“1-

s Allowance for Loan Losses-Ratio

5.

$ 22,965 ,$ 4421 S 1378 S -12343 S 12,032
576 = . 321, --300 .. . 253 . 1878
676 963 1,087 . 1,336, .. 1337
9 . 119 160 .. .22 . 110
947 - 920 1363 1,038 .. - 855
2200 2,323 2910 2,839 4,180
L} * Al ' * 1.
86, L0286 +324 . 240 . 644 .
420 - 703 - 240,. . 606 7.
) 15 7 .68 B A 83 B & I
" -i380 Taq2 472 245 372
%01 | 1‘;499 1,053 1,174 1,041
] . [ : LRI R ‘-
(1 ). @4 (1857)  + (1,665) © (3,139)
K P T o Co
2050 _ 2,300 . 3,100 12,500 3,350
. ’ . ' r [P 'l L ' r . o [
= 7,068 — ]
v T . .
“d3626° § 22965 S ' 14421 8" 13178 § 12,343

re

£

0.06% . o.o?%_' " 0.15% 0.15% -7 0.34%
0.06% *  0.05% L 016% T - 017% - 035%
L00% - 1.03% 1.18%. L2% .. 135%

e " . ' oy
{

The ratio of the allowaﬁcé'to loans declinedl from 1.03% at the end of JiOOS to 1.00% at the end of 2006. This modest
decline was indicative of the overall stability of Community’s credlt quality trends and the inherently positive view of

loan collectibility.

e . IS
. ot .
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*  Management Process

[ S
T f ot .. I

The allowance for loan losses is based upon management’s continuing evaluation of the loan portfolio. Each quarter, a
review is performed to address loan quality, current macro-economic conditions and delinquency status. The provision
for loan losses is adjusted quarterly. based upon that review. The following table presents an allocation by loan
categones of the allowance for loan losses at December 31 for the last ﬁve years. .. \

' - v

2006 2005 2004 2003 2002
Loans: R I =
" ‘Commercial, financial and agricultural : $ 16,668 $~+ 13,632 § 7899 § 7090 § 6,305
Real estate-construction  * . — — —— SR .
! Real estate-mortgage < 2,012 2,186 2,09 1 2313 1,936

+ Consumer - * ! <. 3,580 ° - 3,520 3,202 2,184 1,767
Unallocated : 1,366 3,627 1,221 1,591 © 2,335
" Balance ' - § 23626 $ 22965 $ 14421 § 13178 § 12,343

The Corporation’s allowance for loan losses is based upon management’s’ quarterly review of” loans ut1l1zmg a
consistent valuation methodology. The purpose of the review is to assess loan quality, 1dent|fy impaired loans, analyze
delinquencies, evaluate loan growth, consider potential charge-offs and recoveries, and assess general economic
conditions in the markets served.

Commercial and commercial real estate loans are individually risk-rated by the Corporation’s loan officers and
periodically reviewed by independent loan review personnel. Consumer and residential real estate loans are generally
analyzed in homogeneous pools.utilizing hlstoncal loan charge- -off information.

To determine the allowance and correspondmg loan loss provision, an amount is allocated to specific loans. For
certain commercial and construction loans, this amount is based upon specific borrower data and ‘supporting collateral
determined by reviewing individual non-performing, delinquent, or potentially-troubled credits. For the majority of
the loans that are individually reviewed for impairment, this analysis is based on a comparison of the loan’s carrying
amount to the net reallzable value of the collateral. The portion of the allowance attributable to Spemﬁc impaired loans
‘was $2.3 million at December 31, 2006. The rémaining commercial, consumer, and residential real estate loans are
evaluated as part of various pools. These pool reserves are based upon historical. charge-offs and delinquency history,
other known trends and expected losses over the remammg lives of these loans, as well as the condmon ‘of local,
regional and national economies and other qualitative factors. - . o
To ensure a higher degree of confidence in the adequacy of the allowance, a portion is considered unallocated. The
unallocated portion. of the allowance is intended to provide for: (1) probable losses that are not otherwise.identifiable;
(2) possible imprecise estimates in assessing potential losses on commercial loans or in the calculation of pool
reserves; and (3) the extenuating influence of extraneous factors, such as economic uncertainties. - This unallocated
portion is available to absorb losses sustained anywhere within the loan portfolio. The combined allocated and
unallocated portions brmg the total allowance to an amount deemed prudent and reasonable by management at that
time, o - ! P ! ’ o - T
The allowance of $23.6 million at December 31, 2006, compared favorably with the balance of $23.0 million at the
end of December, 2005. The unallocated portion of the allowance was $1.4 million at December 31, 2006, versus $3.6
million at December 31, 2005, reflecting management’s consideration of the factors necessary to maintain a prudent
and reasonable total allowance.
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o Risk Elements

The following sets forth information regarding various segments-of the loan portfolio, collectively referred to as risk
elements. These segments include. both non-performing assets and those loans past due for 90 days or more. Non-
performing assets include .non-accrual loans; restructurings, and other real estate: Non-accrual loans are loans for
which interest income is not accrued due to concerns about the collection of interest and/or principal. Restructured
loans may involve renegotiated interest rates, repayment terms, or both, because of deterioration.in the financial
condition of the borrower. Substantially all of the credits that would have ‘qualified as.restructured loans at the end of
each period were already classified in the more severe non- accrual category. The following table provides a
comparative summary of non-performing assets and total risk elements at the end of each of the last five years.

T
. i
- -

e - . c L L 2006 L2005 0 . 2004, - 2003 . 2002 ..,
-+ Loans on which accrual, of interest has. . ‘ SR P - c g
been discontinued: : Y ' . R ] e
. Commercial, financial and agncultural $ 3,139 .8 .. 1834 §, 1,748 . § 3,066 $ 2,257,
' Construction loans R . 147 T - - - -
' Mortgages . . ., 8902 $ 7,105 ) 2,894 o 4054 . 6,609
Other T et 121 - 786 1,031 " 527
Total non-accrual loans i - 12,545 9,060 5,428 8,151 ' 9,393
! . n L - . " . . . . ."_ o
Foreclosed real estate P ' 37 1,447 ,2,094 _4,86_5 __ 1,183
Total non- performmg assets ) " - _' ' 12,582 ' ) 10,5(}.’;’ * 7;5'22 ‘F ' 13,016 _ -10,576'
*Loans past due 90-days or more: - ’ ) ) . - o
Commercial, financial and agncultural 95 — T et 4 .97
Mortgages 564 6 - 40 770
Consumer and other t = T A6 ¢ - --- " 46 ' .4 - 94
N . 659 22 1. - 90 1961
Total risk elements $ 13241 § 10529 § 7,522 % 13,106 § 11,537
Ending allowance for loan losses * - $ 23626 § 22965 § 14421 § 13,178 § 12,343
Ending allowance to non-accrual loans 188% 253% L266% . 162% 1319% -

J . Ty . . . . ’ ' T
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When viewed from an hlstoncal petspective, Commumty had experlenced dramatlcally lower levels of non—perfonmng
assets in both 2005 and 2004, Such levels were deemed to be substantially lower than prior historical trends, owing to
the unusually strong loan quality metrics experienced during those periods. At the end of 2006, Community reported
an increase in non-accrual loans and,a reduction in the ratio of the allowance to non-accrual loans. However, the
relative level of non-accrual loans remained at lower levels than in years prior to 2004 and, based on analysis of the
trcnds noted above, reflects a return‘to non-accrual levels not inconsiste'nt with normalized historical trends.
' T Y

The determination to discontinué ‘the accrual of interest on non-performmg loans is made on a case-by-case basis.
Factors such as the character and size of the loan, quality of the collateral and the historical creditworthiness of the
borrower and/or guarantors are considered by management in assessing the collectibility of such amounts. At the end
of 2006, Community had a single credit included as 90 days past du¢ category. The collateral value for this credit was
deemed more than adequate to recover all accrued, yet unpaid, interest.

The approximate amount that would have been accrued on those loans for which interest was discontinued was $1.0
million in 2006, $425,000 in 2005 and $360,000 in 2003.
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o Overall Assessment

Community has considered -all of. the above.factors in the establishment. of .the allowance for loan losses. The
detérmination’ as to the adequacy of the allowance reflects management’s judgment, and was based upon collateral,
local market conditions, various estimates, and other information that requirés. subjective analysis. These factors,
which are prone to change, are monitored .by management to evaluate their potential impact on management’s
assessment of the adequacy of the allowance. Based on its evaluation of loan quality, management believes that the
allowance for loan losses at'December 31, 2006, was adequate to absorb probable losses within the loan portfolio.
LU I, ' o .o . P
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Intangible Assets

Community. recorded $254 million of intangible assets in connection with the 2005 merger of Blue Ball, including $13
million in core deposit intangibles. The Corporation has recorded cumulative amortizing intangibles of approximately
$5.0 million from the mergers of integrated financial services companies, including those acquired in 2006. A portion
of those intangibles are reflected as customer list intangibles and are being amortized over their useful life. The
acqunsmons of these companies expanded Cominunity’s ability to meet specialized customer needs in the areas of title
insurance, mortgage brokerage services, property and casualty insurance, and other important financial services. At
the end of 2006, the balance of goodw1ll and other intangible assets aggregated $259 million.

Under current GAAP goodwill is no longer amortized as a charge to earnings. Instead such amounts are evaluated for ’
impairment on an annual basis. Other intangible assets, such'as core deposit intangibles and acquired customer lists,
must be recogntzed as an asset separate and distinct from goodwill and must be amortized over their expected useful
lives. Amortization of intangibles, primarily the’ amortization of core deposit tntangtble acqutred in the Blue Ball
merger, aggregated_ $2 & mithon in 2006. -

Intangible assets are generally excluded from the computation of the various regulatory capital ratios. At the end of
2006, Community reported capital ratios well within the guidelines that have been established to qualify as a “well-
capitalized” financial institution.  Intangible levels, therefore,.are deemed to be well within acceptable guidelines. See
the section entitled “Capital Adequacy” for further discussion,

Deposits o SO M

Deposit balances remain the primary source of funding for financial institutions. Total funding sources included both
deposits and various forms of short-term and long-term wholesale borrowings. At the end of 2006, deposits
represented 84% of total funding sources. The following, table presents the growth in average deposrt balances
tncludtng a, full year of balances acqutred in the Blue Ball merger in 2006

Pt B Lor o, L Ca ! . . Change )
0. v e Coey "1 2006 2005 ‘.4 Amount %%
. : ) ) i vy R . AL B KN + :
Demand. v 4 LS, 352 8]4. $ 271,319 .8 . 81495 30% -, .
Savings & NOW accounts 849,473 683,316 166,157 24%
o - .Time., ) ‘ ¢ 969,525 701,776 . 267,749 .. 38% - .
- .+ Time $100,000 or more . -. 233380 150,820 82,560 55% .
: Sred .. $. 2,405,192 . $ 1807231 $ 597,961 . 33% :

' . ‘ot PSR N . . PR 4 . o

40




As with'loan:balances, growth in deposit funding consisted of both “acquired” growth and *organic™ growth. .. Because
of the distortions of purchase accounting, a more reliable and meaningful gauge of organic growth trends is illustrated
by observing the rate of growth in the various categories of deposits for the 2005 fourth quarter average versus the
2006 fourth quarter average. Like loan portfolio comparisons, this:approach provides a proxy for organic growth
trends because the 2005 base period included the acquired Blue Ball deposits.- The:following growth trends were noted:

Y e TP P

P B B
‘_ R A TR
ol K 5 Fourth Fourth
' " Quarter Quarter Change :
Drla o oal L eveln e, 20060 -wm,»- .y Amount 1'4- R TR S
H I wr iy . .. " . RN R sw."v' S AT TR S M § N
P Démind | $aaze6 87 3swR 16056 1 @n Tl iy
Savmgs&NOWaccoums' T 876,404 °7 848,320 3 “Ig0R4 3% T
Time 1,010,249 869,096 141,153 16% - M
Time $100,000 or more 267,747 '-186,514 81,233 44% )
' $ 2497066 § 2262752 § 234414 jove .- e

. .
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For much ot the ycar Commumty utrlrzed scheduled runoff m the mvestment portfollo to fund loan growth obvratln'g
the need to aggresswely pursue deposrt growth as mterest rates rose Durmg the latter half of 2006 the practrcal
11m1tat|ons on the use of scheduled mvestment runoff as a source of fundmg,; and the changes n the yleld curve,
requlred more aggresswe pncmg of depos1t balances Such pncmg was also mﬂnenced by competttlve pressures
Utrhzmg the two quarterly averages shown above the followmg represents a companson of the relatlve composmon of

“the deposit base and illustrates the increased dependence on time deposits, mcludmg large balance time depos:ts near

.

t'tl(e end‘_ qf42Q06. ) -.- T4 R P _' . Vo , “;: [ v, , . L o] ':[.- . o "y ks AR ‘ _5'11-.[ .
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Fourth Quarter Fourth Quarter

Average Balances: 2006 2005 T
. P . L b
" Demand o 14% 16% ) )
Lot el e Savingd® NOW accounts - it st o v d ggen et aggey e et 1 RN
L .‘Iu}i" 4 .Tir'ne'f-'. 'J,_ PRI Y LAY B L li; , lf'..'n'}t: vt ! 'P'u» 40% PR 38% T ATEAYY | ul-“lj‘_li)' ""i
" ven Time $100,0000rmore - L Lo e d e oo e A % v et (8% el v i Mt gl
100% . 100% 0 <7 - T R Tl
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Consumer preferences changed dramatlcally during 2006, especially during the second half of the year. Prior to mid-
year 2006; consumer preferences 'seemedito-be ‘weightedin favor of maintaining’ liquidity in anticipation of.more
attractive future-“interest rate-offeringsr This explained thé. higher relative weighting iof demand savings-and NOW
balances: in'the fourth quartersof. 20054+ By: mid-year:2006, the continuing upward pressure on interest rate indices
under two. years ‘(a, dlrect consequence offthe‘yleldicurve mversmn) helped to congeal. three adverse trends that

contributed to increases ‘in deposit funding costsi* .- b+ vl Ce : £ P17 F SR
N IS NIRRT FEIPRS TR SR A Dol i i ST & L LT o
1) »The- realization - of \anvinflection point on short-term, time deposit rate. offerings - that provided:sufficient
stimulus for consumers to move incremental “core “funding into time deposits; ..o o LG s o
2) Increased competitive pressures on time deposit pricing, and;
-3y ngher incremental re-pncmg of schcduled‘runoff from existing time deposit relationships. . rt. b o r bl
. .m.'. AL et oy T n e R e b b e LR TRANTR ¢

The:-disparity in interest rates' offered: on core deposits, as compared'to. those available on .time.deposits with
comparatively short maturity horizons contributed to changes in the composition of the deposit base. Such changes;

1t

- which appear subtle on the surface, were magnified when considered in the context of the yleld curve inversion and the

tmpact on funding costs. ' «ifuu ol T Lo Pl v BD e ME e pef T ser L . el W ainn
"'nt‘ T Tt by R BT Y 15 K11y JCSTORNT VR P P TC R H Y SRR B bm ., e
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Borrowed Funds - .

The following table summarizes the maturlty dlStrlbuthﬂ of time deposits-of $100,000 or more as of December 31,
2006 (m thousands) : . ) N . R

i Remaining Time to Maturity: .o T ‘ . :
. Less than three months . e $ . .78874. - . _ s

Three months to six months 72,211
Six months to twelve months 45,027
More than twelve months 71,267

S 261379

It is notable that an increasing proportion of time deposits remained in shorter-term maturity categories at the end of
2006, Not withstanding compe{tltlve pressures, this shorter maturity duration should permit a more rapid re- pricing of
the time deposit base in the six months to one-year timeframe followmg a return o a more normally sloped yield
curve. .

1]

Community makes tactical use of Federal Home Loan Bank (FHLB) advances and other borrowed funds to augment
its funding needs. The largest component of borrowed funds comes from FHLB advances. FHLB borrowings, which
are collateralized by resndentlal mortgages or other quahﬁed securities, include a variety of credit products available to
Communlty through its membershlp in the Federal Home Loan Bdnk. The use of advances and botrowed funds is a
by-product of Commumty s overall asset / liability management strategy and is'influenced by 'a number of factors,
which ar¢ discussed more fully in the section titled “Asset / Liability Management and Liquidity”. At the end of 2006,
the Corporatton had the capac1ty to borrow an addltlona] $564 mtlhon from the FHLB. ‘ )
R o .t f t o
Long-term debt decreased by $136 million from December 31, 2005, to December 31, 2006. Increased depos;t
balances prowded funding for loan growth in 2006, reducing Community’s dependence on wholesale fundmg sources
to fund earning asset growth

Capital Adequacy

Capital strength is an important gauge to assess the overall stability of a financial institution. _A_strong capital base is a
prerequisite for sustaining franchise growth through both internal expansion and strategic acquisition opportunities.
Regulatory authorities impose constraints and restrictions on bank capital levels that are designed to help ensure the
vitality of the nation’s banking system.

s  Capital Management Policy ] .
, (e . . .
Commumty believes that capital is a-valuable, albelt limited,. resource, whose: avallablllty moderates with changes in
the business cycle. “The Corporation has developed: an extensive: capital management policy designed to consider all
aspects ofcapital management. This policy is mindful of- the-responsibilitics -to Community’s shareholders,
employees, regulators, and other constituencies to ensure that capital is' well-managed. .The policy considers the
impact of numerous capital management issues, including: the maintenance of key financial ratios; -the need for an
adequate return to shareholders in terms of both dividend payout and capital appreciation; the flexibility to apply
techniques* that -will - accommodate either equity expansion or contractlon and- the restraint required: to avoid
accumulation of unsustainable levels of intangible assets. . . TP P I O -. :

’

L

Vo . . gt it oo

Since the advent of mandatory purchase accounting, cash is more frequently uscd -as a component of consideration in
merger transactions. Accordingly, the capital policy has been revised to requlre an evaluation of the form of
consideration used to accommodate acquisitions, and is attentive to the.relative.mix:of cash and stock on post-merger
capital levels. - - . Lot ot I TP S

. . . : L . [ . .
- . i LA 1 | ¥ . e - ' »- v 1 1 PP . . — - * ' *

Community also continuously examines its options with regard to capital management in the context ofvintrinsic
factors, including its prospects for growth, the potential for earnings disruption, and others. Maintenance of appropriate

_capital levels may require the application of techniques designed to hélp Community meet or exceed regulatory
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. guidelines and to correlate capital levels with a-given asset growth rate. The Corporation’s capital management and
planning process is reviewed iand approved by its Board: of Directors. .- The most recent version of the Capital
Management Polrcy was approved at the December, 2006, meetmg of the Board of Directors.

. " T ' E N
' o - o - - ] .'-- Coaa i ! 1 . .|

Ly Regulatory Gmdelmes N N R o ooy e ) TR
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In. addition to internal guidelines, regulators have establrshed standards for the momtormg and rnamtenance of
appropriate levels of capital.for financial institutions. All regulatory capital .guidelines are based upon a risk-based
supervisory ‘approach that has been designed to ensure effective management of capital levels and associated busiriess
-risk. Regulatory capital guidelines continueito.evolve and financial institutions are anticipating the implementation of
new standards from the.Basel IT accords: While Basel II changes are oriented toward larger international and money-
center:banks, there is the potentlal of anc1llaryf1mpact on banks the size and' complexrty of Commumty as regulatory
adoption progresses. ’ _ e e

The following table provides the current risk-based capital positions of Community and its principal -banking
subsidiary at the end of 2006, along with an mdlcatron of the current regulatory capital requlrements

v . w1 ~ Fr oy T . L P Wl TS PR I . " . . _'.". iy
YR ! s A A VoL LI cor t " LA . - - .
" A December 31, FEWell - “Regulatory - . . .
a, ot N T oo 2006 ", Capitalized”- - (Minimums” Y SRR
At Leverage ratio |, o 0, . . . : . .
. CormnunltyBan.ks,lne oy 87/0, R . . 4%, s 7
Bankonly o s e 83% B ‘5% _ o 4% o L
© U Tier'l Capltalratio"m L A ST o L T
Community Banks, Inc. 10.6% 6% 4% R
Bank only 10.1% 6% 4%
. : y L oas o . [ . . R s ! RS . .
. <Total risk-basedicapital ratio - ~. ' . Lol SHn " o e :
o - . .Community:Banks, Inc. - - . +11.5%" - + 10%: . 3% .. D L
. e . .,eBankonly . 0w 11.0% ., 0% e 8% S Y

The merger of B:lue’Ball presented specral capital management challenges related 1o 1ntang1bles and thelr 1nﬂuence on
capital levels. Despite the creation of $254 million of intangible assets, tangible capltal levels following the merger of

Blue Ball remained more than adequate to ensure Community’s classification as a “well capitalized’! institution.

L Capitm’-Management- oy L Mot LT
T S T - ! CoN . - - . I s W
The primary source of caprtal is earnings and more spec1ﬁcally, earnings retention. - Earnmgs retention is composed of
quarterly earnings minus regular cash dividends to, shareholders. Throughout 2006, the Corporation’s earnings trends
supported a return of capital to existing shareholders in the form of a quarterly cash dividend., ..
Capitalymanagement. is influenced primarily by earnings retention, but can be augmented by -a number of other
strategies designed. to ensure. that capital levels are, maintained at optimum levels. In addition to,cash dividends,
another efficient means of returning capital to shareholders involves share/repurchase, which reduces the level of
capital: by purchasing.common, shares in the open market. .In the. fourth.quarter,of 2005, the Cotporation had
announced a plan that called-for the repurchase of 788 000 shares By, the end of 2006 Vlrtually all of these shares had
been-repurchased. . ., e v ., . P R IR .
g .

Capital management is'also considerate of technrques that can be used to increase capital levels. In the past several
years, Community executed three separate issuances of,trust preferred stock totaling $52 million as of December 31,
2006. At the. beginning-of 2006, the Corporation 'issued $20.6 million of additional. trust preferred stock which is
included in the outstanding balance at the end of 2006. , These issuances of trust preferred stock qualified as “Tier 1
capital”. (by meeting regulatory restrictions) and are classified as subordinated debt for financial statement purposes.
" Community will continue to make use of this and various other strategies and techniques to ensure an efficient use of
this valuable resource and to maintain capital at levels that are considerate of its operating risk profile. .. - R
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o ~+ ASSET/LIABILITY. MANAGEMENT AND LIQUIDITY
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The process by which financial institutions manage earning assets and funding sources under different interest rate
environments is called asset/liability management. The primary goal of asset/liability management is to increase net
interest income through the prudent control of market risk, liquidity, interest rate risk and capital. Two important
barometers of performance are net interest margin and liquidity. Net interest margin is increased by widening interest
" spread while controlling interest tate sensitivity. /The adequacy of liquidity is determined by the ability to meet the
cash flow, requirements of both depositors and customers requesting credit. The Board of Directors and the Audit
Committee of the Board govern and monitor.asset/liability management processes and liquidity .as part of the overall
risk* management process.. The responsibility for ‘management of these processes is delegated to the corporate
Asset/Liability Management Committee (ALCO), which must adhere to parameters established in the Board-approved
Asset / Liability Management Policy. _ Co

Ca

Liguidity ... - o T e e v : . SR '
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Liquidity is defined as the ability to meet maturing obligations and customers demand for funds on a continuous basis.
Appropriate liquidity exists when an entity can meet its potential cash obligations without liquidating its franchise
assets. Poor liquidity exists. when a company lacks the liquid assets to cover short-term liabilities. Liquidity is
sustained by stable core deposits, a diversified mix of liabilities, strong credit perception and the presence of sufficient
assets convertible to cash without material loss or disruption of normal operations. Liquidity could contract if there
were reversals in the historical trends that have contributed to the stability and growth of Community’s deposit base.
The Corporation actively manages liquidity within a defined range and has developed reasonable liquidity contingency
plans, ensuring the availability of alternate funding sources that are sufficient to maintain adequate liquidity under a
variety of business conditions. L
During the first half of 2006, Community opted to utilize scheduled investment runoff as a means to fund incremental
loan growth and improve yield performance. Because of pre-defined ALCO policy constraints for both liquidity and
pledged assets, this strategy was reversed at mid-year in favor of more aggressive pricing of deposits to secure
incremental funding. This change in strategy, which was a direct result of pre-defined policy limitations, serves to
illustrate the effectiveness of this important aspect of ALCO management. The Corporation’s investing and ﬁnancmg
actwmes are conducted within the overall constramts of 1ts llquldlty management policy and practlces '

» ' - . .
- i L)

Rate “Shock” Simulation : : '_' Lo : . )

Community utilizes a variety of techniques to assist management and the Board of Directors in the ma'ndgement and
monitoring of interest rate risk. In order to quantify the impact of changes in interest rates on net interest income, the
Corporation conducts quarterly interest. rate shock simulations that prOJect the impact of interest rate changes on. riet
interest income -over the next year. "These simulations are utilized to assess whether management should consider
corrective actions in order to minimize Community’s exposure or vulnerability to a particilar trend in interest rates. *

Management has established acceptable tolerance limits for the impact of changes in.interest rates on the volatility of
net interest income, and is authorized to pursue mitigating strategies in order to minimize unfavorable impact under a
variety of scenarios. Simulations are conducted under a variety of assumptions that require estimates of the velocity
and extent of interest rate changes, including an assessment of the impact of such changes on those assets and
liabilities that have indeterminate maturity or ‘fepricing characteristics. The .impact- of . rate .changes on revenue
performance can be estimated, but such estimates remain vulnerable to unexpected or nontraditional shifts in interest
rate dynamics.

Rate shock simulation is:the primary technique used to-measure Community’s net interest income exposure. This
exposure is estimated under assumptions which assume a parallel shift in the yield curve that provides a measure of
deviation from a base case scenario. The Asset'/ Liability Management Policy limits unfavorable exposure of
simulated net interest income-to 10% of the base case net interest income 'in either a rising or falling rate shock
scenario (immediate repricing) of 200 basis points. The following is a surnmary of the rate shock results conducted
under these various assumptions as December 31, 2006: - . C o : -
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Simultaneous Change
Rate’ . _. inNetInterest. ' | Y% .. ; o A
“Shock” Income Change
. +300bp .. - %79 million = -~ - 1.54%
. +200bp. - $4.7 million ‘ -4,52% o .
© +100bp - $2.3 million ~ - TR218%
.-100bp . + $1.0 million . - © + 1.00% Qo
-200bp, -+ $0.2 million ‘ HO1% . e e

As noted, rate shock simulations are customanly prepared by assumlng a parallel shift in the yleld curve. These
simulations lend themselves to the establishment of reasonable policy limitations as measured-against baseline
conditions. Other more abnormal interest rate dynamics (such as a yield curve inversion) do not lend themselves to the
establishment of policy standards or acceptable baseline controls. As a consequence, analysis of abnormal dynamics is
limited to interest rate simulations that are desugned to prOJect and analyze the effect on current net interest income
projections. . o o St
r

GAPand EVE - o A P
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Management augments its snmulauon process with two other techmques GAP analysis and economic value of equity
(EVE) computations. The most practical tool for day-to-day management of interest rate risk is GAP analysis, which
provides an array of timeframes during which eammg assets and funding sources can be expected to mature or re-
price. This information is ordinarily examined ‘in the context of the results derived from the quarterly rate shock
simulations. Management uses such information to identify specific “cause and effect” relationships that can be
reviewed, analyzed, managed, or changed to ensuré maximization of net revenue from intermediation activities. "The
combination of GAP analysis and rate shock simulations provides the'most practical measurement tools for monitoring
and managing of the largest source of revenue for community banks.. As with the simulation or shock analysis,
Community has established a policy limit for the cumulative .twelve month GAP of “plus or minus” 15% of total
assets. At December 31, 2006, the twelve month GAP- fell well wnthm this policy lll’l‘llt for each of the time’ mtervals i

less than one year, as shown in the following summary:- * -+ = -~ v 2 Cor e
Cumulative GAP
Interval (Expressed ‘as % of Assets) _ - )
0-9‘10_days I | o 429% RN L
. Cordgodays ., - azen LT C
o L l18‘-1_—'365da)'/s_' R Y9.23% Sl

EVE computations provide a longer-térm assessment of interest rate risk, but are more practical for evaluating long-
term, strategic decision-making. EVE has several limitations, including: (1) the intrinsic value of assets and liabilities
does not niecessarily represent the fair value of financial instruments since it does not include credit risk and liquidity;
(2) estimated cash flows are required for non-maturity financial instruments and are, by ‘their nature, inexact; and 3)
the future structure of Community’s balance sheet does not consider increased loan and deposit activities from core
business within its present value assessment. ' -

The results derived from EVE computations, however, provide a valuable framework for managing ionger-term
balance sheet exposures and interest rate volatility trends. At the end of 2006, all measures of EVE fell within the
policy limits established via the asset/liability management policy, as approved by the Board of Directors.

|
t
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CONTRACTUAL OBLIGATIONS

. . PR
Srgmﬁcant contractual obllgatlons at December 31, 2006 aré summarlzed in the followmg table:
' 1 3 LT
} Payments due by period ]
e " " Less than -3 - 3-5 More than
Dollars in thousands Total * ' 'l year years. ' ' years 5 years

FEEER

Long-term debt ‘$ 315079 ~$ ¢ 68,177 $  62852'S 70,054 $ 113,99

Operating lease obligations ™"+ + * 40,141- """ 2,234 4261 " 4,095 29,551
. Subordinated debt - 51,548 — - --- 51,548
© [ Time depusits 1! !’ e oy 110265510 LI E813596 1 ra280:904 T 101,566 v 1,444
AR T VSRS WY T W DR PRRVRTIN RN PO S ok et e i o : . N
<o Total 6ot e 0 o L0 8§ 1,672278 8 952,007 .. 8. .. 348, 017 $ .. 175715 8§, ' 196,539 -
B T A R P SR R A S O T AR PO T T
j BT T YT A S L R T AR T A T P I B . al
OFF-BALANCE SHEET COMMITMENTS . P

As of December 31, 2006, the Corporation had unfunded commitments totaling $835 million. For details. of these off-
balance-sheet commitments, see “Notes to Consolidated Financial Statements - Commitments and Conlmgenmes
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Community, and rts affiliates are subject to penodlc exammatrons by various regulatory agencies. These examinations
include;: but are, not limited to, procedures designed,to review,lending practices, risk management, credit quality,
liquidity, compliance and,capital adequacy. During 2006, there were no examinations of -Community or its banking
subsidiary.. Examinatioris.-_wqre, however, conducted 'in 2005. and no comments were received: from regulators that

_ would ‘have a material :adverse effect on Community’s liquidity,  capital resources,. or’ operations. A regularly
‘scheduled examination by the Pennsylvania Department of Banking is scheduled for early 2007. '

- cts e INFLATION
e RO L e .
Community’s ability to cope with the impact of inflation is best measured by its ablhtv to respond to changing interest
rates and manage non-interest income and expense. Within its ALCO processes, the Corporation manages the mix of
interest rate-sensitive assets and liabilities in order to limit the impact of changing interest rates on net interest income.
Inflation also has a direct impact on non- -intérest income and expense such as’ service fee income, salary and benefits
expenses, and other overhead expenses. lnﬂatlonary pressures over the last several years have been modest, though
more recent trends suggest the potential for ¢ emergmg inflationary pressure. Management will continue to monitor the

potential for inflation and its impact on the pricing of products and services.

I e R ) S 2 R BV U S L L N L
B O 1 AU TIPS ST FURT Y B R ST I T P, ’ LT g
whd e o - by o e e P L 1. e
. .
T S I VR T AN N R AT IR TYRM YV ST P
o r T RN BN -'.. B S ’ . e B v BRI /LR SN o N A [H
AT N "_ L LR T
ol e, HUE UL ' N b Pt [ 1 T o i
IR IR AL . . LR T LRI i -+ T p P B
. . Y t ol "6, Y A " l

46




N EERCA T PR O LT I

, et TN ST T L IR 75 A I VS £ IRTT IV I R >

B < PERFORMANCE REVlEW 2005 VERSUS 2004 e L

i . BRI -, s, s A , by ol .-.-.' L i e, Lo ' [ R R AR
Oveiview - ° o« - o oo et Dl e e e g dye e T T T 0 e As
R T T N SRS N L SIS o S | IRF TRRPIULEICIL AT INt | DU FRERE A SL IR U PRV /s WU TR S FIF A

Ex¢luding the $5.3 million- of aftéritax mefger] cofivérsion ‘and réstructuring’ charges (“special charges”), Commumty
recorded “core” net-income of nearly $31.0-million, an‘increase of $9.2 million ‘over the net income of $21.8-million
achieved in 2004, This was an increase of 42% in year-over-year earnings. Even after reducing income for the
aforementioned special charges, reported net income reached $25.6 million and reflected a 17% increase over:2004:""

Cidre nét mcome was ‘comprised of $10.7 million"in the-first half of thie year and $20:3 ‘million in “the’ second half. ‘A
previously noted,’ Blue Ball' operatmg activity was mcluded only in the second half of the year‘and was the primary

driver of the increase'in net income between the first and second halves 0f 20052 * v 2t AR I IR L R

B | Wb e (R b LRI ' ! vy 'l‘\i [ !I‘J‘Jl

Ona per, share basis, core net mcome reached $1.63 compared to $1.65 in 2004, Actual reported eammgs per share for
2005 ‘weré' $1:35 and included $028 ‘of earnings dilation" dlrectly attnbutable'to the- merger cofversion -and
restructuring expenses. The year 2005 was dominated by the preparatlons and' efforts to absorb"and integrate the
‘operatlons of Community and ‘its iew Blue Ball d1v1sron The 1nﬂuence ‘of -internal, merger-relatéd 'distractions
requrred deft management of ¢ore’ operatmg activities- to minimize the merger’s impact’ on’existing’ customers. ‘At the
sarfie’ time! dynamlc changes i econornic 'conditions; including ‘changes ‘in"the fintérést rate env1ronment presented
additional ‘challénges to preserving and improving the earnings stream! - Ar o Tt fp et e
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Interest Income / Earning Assets

7 N R R [T
Interest income reached nearly $lSO million, an increase of almost 41% over the interest income of $106 mlllton
reported for 2004. This'increase was drivén by the six months of- Blue Ball assets added in the second-half of the year
and by the impfoved yield, which-rose from 5.80%'in"2004'to 6.26%’ forv2005_! Average edrning assets grew from $1.8
billion ‘to almost $2.4 billion bétween the two pefiods. The growth in‘total earning assets, however, (was relatively
constrained as loan growth was partially funded by scheduled rlinoff in the investment portfolio! While deposit growth
was steady, it was inadéquate to méet the funding requirements for loan growth. lilnvestm'ent portfolier tbalances as a
percentage of total earning assets deélined from 36% in 2004 10 26% in 2005, “Both | pre-merger Commumty and Blue
Ball have istorically focused' their growth in the:commercial and’ comrmiercial-real estate’ segments of their core
markets This growth was also augmented by expansion of retail lendlng, 1nclud1ng the homie equity ségment.""~ "
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Interest Expense / Funding Seurces S T RS UL IR PN S I o R

Like interest income, interest expense- was also influenced 'by'chianging: interest 'rate- d&namics and the''growth
attributable to the mid-year acquisition of Blue Ball. Interest expense grew almost!38%, from' just over $43million in
2004 to nearly $60 million in 2005. At the same time, the cost of aggregate funding rose from 2.70% to 2.90%. While
increases in funding COStS. were ,mitigated by, the $60 million prepayment of FHLB advances and the overall de-
leveraging of rate-sensitive fundmglsources the rise in mterest rates drove the 20 basis point 1ncrease in the overall
cost of funds. FHLB advances, which comprise one of the more expensive sources of funding, now aggregate less
than 25% of funding sources COmpared to over 30% in 2004 The reduced dependency on higher_cost FHLB advances
constrained the level of increase in the overall cost of funds: The cost.of deposit, funding sources, however, increased
as the pressure on short term: 1nterest rates required increases in the rates offered:on . more rrate-sensitive deposit
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Interest Spread / Net Interest Margin

The Corporation reported a notable improvement in net interest spread from 3.10% in 2004 to 3.36% in 2005, and a
similar increase in net interest margin, from 3.44% to 3.76%, over the same periods. The increase in net interest
margin was especially apparent after the mid-year acquisition of Blue Ball as margin reached 3.89% in the third
quarter and 3.96% in the fourth quarter, well above the 3.55% and 3.46% recorded in the first and second quarters of
2005. The emergence of an improved margin was also linked to the impact of the growth in the contribution from non-
interest funding sources, which rose from 0.34% to 0.40%. During periods of rising interest rates, the contribution
from non-interest funds to net interest margin is increased because funds can be invested at progressively higher rates. |
- [ " “he .o e £

Provis.im_l. for Credit LLosses : .- . E e ) T

Throughout .2005,. the Corporation experienced improved credit quality metrics which were reflected in operating
results. The provision for loan:losses declined from $3.1 million-in 2004.to $2.3 million in 2005, which corresponded
to reductions in net charge-offs. Net charge-offs declined from $1.9 million in. 2004 to $824,000 in 2005. The ratio of
net charge-offs to average loans declined from 0.16% in 2004 to 0.05% for 20035,

1 P r

.The ratio of the allowance for loan losses to loans declined from 1.18% at the end of 2004 to 1.03% at the end of 2005.
1In connection with the merger of Blue Ball, Community apphied the provisions of SOP 03-3, *Accounting for Certain
Loans, or Debt Securities Acquired in a Transfer.” This pronouncement. addressed the accounting for initial
investments in loans acquired in a transfer in years after 2004, including those acquired in a merger. At the end of
2005, the allowance for credit losses reached almost $23 million and provided 253% coverage of non-accrual loans at
that date. Non-accrual loans, including those acquired in connection with the merger of Blue Ball totaled just $9
million at the end of 2005. N

Non-Interest Income

-

oo 1 . ' . - * . . o - L

Excluding investment-related gains, Community and Blue Ball each generated nearly 25% of their total revenues from
non-interest income sources during pre-merger 2004, In the two.quarters immediately following the merger, the ratio
for, the combined company declined to just over 21%. The lower relative level of non-interest income in the post-
merger period was partially related to the disposal of the operations of Blue Ball’s actuarial, retirement and employee
benefit consulting businesses at the time of the merger.. By excluding revenucs from these businesses from pre-
merger 2004 information, PennRock’s stand-alone ratio of non-interest revenue to total revenues would have been
under 20%.. The planned d1sposal of these businesses, which facilitated similar. reductions in related expenses,
contributed to the lower, 21% ratio in the post-combination, second half of 2005. The other major contributor to the
lower ratio involved the impact of the cooler mortgage refinancing market and the related reductlon in revenues from
2004 at the predecessor companies. :

.The following is a summary of the various categories,of non-interest income, which includes six months of Blue Ball
activity in 2005 but excludes Blue Ball from all of 2004: .. REVI -

t ' ! ' ot H LI |

Change

’ o o , 2008 2004 " Amount____ %
InVestment management and trust services © § 2,692 § 1,510 § 1,182 © 78%
' - Service chargés on deposit accounts e ' 9,413 7,120 2,293 - 32%
.- Other service charges commissions and fees - 5,452 ' 3,357 2,095 62%
* Insurance premium income and commissions- o 3350 - 3,260 -+ 90 3%
Mortgage banking activities Lot 2,354 . 2,665 (311) (12)%
Earnings on investment in life insurance . 2,063 1,593 470 30%
Other income - 8% 1,238 (384) (31)%
. 26,178 20,743 5,435 26%
Investment security gains ’ . 259 2,470 (2,211) {90)Y%
Total non-interest income $ 26437 §23213 § 3224 14%
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Community recorded modest investment-related gains from security sales in 2005 compared to nearly $2.5 million in
2004. Excludmg the lmpact of these gains, non-interest income rose 26% in 2005. . - ~ - :

) , . o
Desplte the addmon of Blue Ball activity for the last half of 2005, growth in-all non- mterest sources of revenue was
constrained as compared to the rate of growth in net interest revenues from intermediation activities. Since combined
results for 2005 and pre-merger results in 2004 both excluded income from Blue Ball’s actuarial, retirement and
employee benefit consulting businesses, the disposal of that business had no impact on year-over-year, growth rates.
In. contrast, revenues from mortgage. banking activities declined in real terms in 2005. Revenues from mortgage
banking declined from $2.7 million in 2004, to $2.4 million in 2005, in spite of the additional six months of Blue Ball
activity in the last-half of the year. Reduced activities in both refinance-and purchased mortgages resulted in a 12%
reduction in revenues. For different reasons, a reduction was also recorded in the “other” category, as results for 2004
had included a gain from the sale of Community’s credit card portfolio. o |

The remaining categories of non-interest income reflected increases associated with the merger. , For example, pre-
merger Cornmunity had a modest trust department with just-over $50,million in managed assets. At the end of 2005,
assets under management had_ grown to nearly $300 million, primarily from assets-added from Blue Bail’s more robust
trust operation. Retail investment sales also. remained vigorous throughout the year and accounted for a substantial
portion of the overall increase.

Deposnt service fée‘sigrew in llne with’ expectanons for the combmed franchlse Dunng the, last half of 2005
Community avoided initiating any wholesale changes in the fee structure in the Blue Ball dmsnon in order to forestall
any potential for customer dissatisfaction in the post-consummation period.

-

Other service charges included the lmpact of both ATM surcharge fees and- debit card income. Debit card income
growth has been fueled by the continued use of this convenient electronic payment systcm Fees from thé separatc
pre-existing overdraft privilege programs in the predecessor baiks ‘continued to meet customer needs w1th this widely-
accepted, consumer-centric service, R

Growth in insurance commissions was subdued as insurance agency activities have not been fully extended throughout
the Blue Ball market area.” The modest increase was also affected by a decline in title insurance commissions that was
linked to the drop-off in mortgage activity. Increases from bank-owned life insurance income related primarily to the
addition of pre-existing programs that were in place at PennRock prior to the merger.

Non-Interest Expenses

Total non-interest expenses reached $75 million in 2005, including over $8 million of merger, conversion and
restructuring expenses. Excluding those special charges, non-interest expenses reached $66.9 million in 2005
compared to $50.0 million in the previous year, an increase of nearly $17 million or 34%. The mid-year 2005
acquisition of Blue Ball was the predominant factor contributing to the higher expense level in 2005. In addition, the
merger resulted in the recognition of an additional $1.2 million in core deposit intangible amortization, all of which
was recorded in the last half of 2005. The following is a summary of the various components of expenses for all of
2005 as compared to the previous year’s results.

. Change
' R T 2005 2004 Amount %o
Salary and benefits ' $ 36,998  § 28,337 $ 8,661 31%
Occupancy and equipment expense 11,355 8,287 3,068 37%
Marketing expense : 2,036 2,325 (289) (12)%
Telecommunications expense . 1,359 1,285 74 6%
Amortization of intangibles 1,424 161° . 1,263 784%
Other expenses 13,692 9,598 4,094 43%
' Subtotal ’ : 66,864 49,993 16,871 34%
Merger, conversibﬁ and rcstrllcnlring 8,205 === 8,205 -
$ 75069 §49993  §25076 - 50%
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It is important to note that hxstoncal 2004 operatmg results mcluded expenses only for pre- merger»Commumty, there
was no restatement of 2004 expenses to include Blue Ball. The 2005 results, on the other hand, reflected a combination
of pre-merger Community expenses for the first half of the year, along w;th merged rc,sults for Commumty and Blue

Ball for the second half" ' e b e

. T

Despite the dlstoruons attnbutable to anomahes assoc:ated with purchase accounting, certain expense trends provided
meaningful revelations. For all of 2004, the efficiency ratio was 60.42%. In 2005, after excluding the special charges,
the efficiency ratio for the full year actually ‘declined to 57.51%, reflecting the -favorable impact: of the’ mid-yeat
combination. * The 2005 ratio exhibited further improvement after excluding intangible amortization, a non-operating
expense, from the computation. '‘By excluding 1ntang1ble amomzatlon for-2005, the efﬁc;ency ratlo was a more
impressive 56.29%. ' e i :

Income taxés grew from $4.9 million in 2004 to-$6.1: million in 2005, an increase of 24%.. ‘The increase was
commensurate with the increase in pretax income, resulting in-a nominal tax rate of 19% i m 2005 versus 18% in 2005.
The relative rate of tax exempt income influences the réported-iricome tax rates and rethains' thé pnmary reason for the
difference between the nominal tax rate and the statutory federal tax rate for corporations. i

e .
. ¥t

The following tables are provided as a supplement to Management ] D15cuss1on and Analys1s of Fmanc1al Condition
and Results of Operatlons oo

.
[ - .

Distribution of Assets, Liabilities and Stockholders’ Equity: Tnterest Rates and Intérest Différéntial

Rate/Volume Analysis ~ Tax Equivalent Basis

Loan Account Composition as of December 31, 2006, 2005, 2004 2003 and 2002 ',

"Maturities and Sensitivity to Changes in Interest Rates for Commermal F:mnmal and Agrlcultural Loans as
of December 31, 2006. o e

4
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' Distribution of Assets, Liabilities, and Stockholders® Equity; Interest Rates and Interest Differential '

Income and Rates on a Tax Equivale:llt Basis (b) for the Years Ended December 31, 2006, 2005, and 2004
A {

2006 2005° ~ 2004
-- - - -- Average . Average Average
. B _ Interest . Rates” .° Interest Rates Interest Rates
S ) . Average ‘- Income/-. ‘r Earped/  Average -Income/ Earned/  Average - Income/ Earned/
Balance{c) Expense(s} Paid (a) Balance(c) FExpense(a) Paid(a) Balance(c) Eixpense(a) Paid (a)
Assets: T T O
Eaming assets: T AT O LA
Interest-bearing .. . Y CE . e by !
deposits in other banks  §  31,312" § 1,527 ,E',' 488% '$. 39241 § . 1315 335% % 2328 % N 20, 0.86%
Investment securities:. L o “ s } . . PRI ,‘ )
Taxable . 362,540 18,874 5.21 392,962 17,904 4.56 456,478 19,624, 430
Tax-exernpt (b}, , 229,520 . 16,609, 7.24 . 221960 . 16,514 744 209,170 " 15.856°  7.58
“Total investment -~ o ’ . i T oL
.. iecurities . 592,060 ° 35,483 599. ' 614922 P 34,418 5.60 665,648 35,480 5.33
Federal funds sold 7,453 377 5.06 19,732 583 295 7,801 117 1.50
Loans (b) (d) 2,324,218 . 168,049 7.23 1,714,536 113,140 6.60 1,156,107 70,721 6.12
Tolal earning assets, 2,955,043 205436 695 2388431 _i 149456 626 183881 106338 V580
Cash'and due from banks” 60,929 o ‘ag721 T 37316 T
Alléwance for loan losses (23,889) ° ! bo's903) - (14156) oo
Premises, equipment, . . Ty Vo t
,and other assets 411,338, . e t 250,356 86 055 .
Totalassets - _$3,403.421 - ";;_1.- _ $2,668,605 . - $1,941,096 '
Liabilities: ' ' '
Interest-bearing
liabilities: ‘ e T I
Savings deposits  -© . $ 235991 - 1,441 . ‘061 “$ 206,678 -1 1,027 0.50 $ 167428 - 413 0.25
Money market deposits™ ~ " 265,750 7,753 2.92 181,279 | 3,668 202 62,591 377 0.60
NOW accounts _ 347,732 8.430 242 295,359 - 4,809 1.63 265,949 3,484 1.31
Time deposits: i . : o PRSI B N :.. " ! P e T
$100,000 or greater * - 233,380 - s e 150820 7. L e . 111,879 -0l .
Other Ca . 969,525 . WP oeren . TOLITE -, a2 510046 o e s
. Total time deposns . 1,202905 . . 49,026 . 4.08: ., 852596 } 26927 | .3",16 .. 621,925 - 18,249 .. 293
Total mterest- . . 3 L . - . N T
bedring deposits’ ' . 2,052,378° _usesezt o 1,117,893 Cooenn
Short-term borrowings 66,264 3,021 456 = 49494 1479 ¢ 299 T 59303 T390 525
Long-term debt 382,214 17,380 . 455 443509 19,700 444 ¢ 394944 v 18,3827 4.65
Subordinated debt 49,853 3,683 . 7.39 30,928 2,038 6.59 30,928 1,598 5.17
Total interest- ' . :
bearing liabilities ~ 2,550,709 90,734 = 356 2,059,843 59,648 2.90 1,603,068 43,242 2.70
Demand deposits 352,814 271,319 178,084
Accrued interest, taxes ] :
and other liabilities 24,188 . 18,675 ‘ : 14,194
Total liabilities 2,927,711 2,349,837 ’ 1,795,346
Stockholders® equity 475,710 . © 318,768 145,750
Total liabilities and '
stockholders’ equity  $3,403,421 ' $2,668,605 $1,941,096
] : "
Interest income to caming assets ' 6.95% 6.26% 5.80%
Interest expense to eamning assets - 3.07 2.50 2.36 :
Effective interest differential $ 114,702 3.88% $ 89,308 3.76% $ 63,096 3.44%

i
(a) Loan fees are included in interest income and rate calculations.
(b) Interest income on all tax-exempt securities and loans have been adjusted to a tax equivalent basis utilizing a Federal tax rate of 35% in each year. |
(c) Averages are a combination of monthly and d.nly averages. '
(d) Includes non-accrual loans.
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Réte/Volume Analysis-Tax Equivaient Basis (a)

o r For the Years Ended December 31, 2006, 2005 and 2004
' ke ef, -
. RN t 2006 vs. 2005 _. E 2005 vs. 2004
b AR S o Volume .. Rate Total v | »Volume 1+.r Rate Total
. i‘bf‘l." XTI T ‘ W":.'.'.' ) -. o . B R [T PO :1: PR
~ Favorable (Unfavorable) P
Increase {decrease) in interest income: P ondm 3
Loans ‘ $ 43266 § 11,643 . § 54909 $ 36473, § 5946, $°42,4197
Investment securities (1,311) 2376 7 1,065 - (1,889) 827 . (1.062)
Federal funds sold ) 483 M (206), | 286 180" - """ 466"
.. Intercst—beanng deposns in other ! . ) ' R b
- - banks . - (303) ' 515 -212° 1,095 200" ' 1,295
, o - Toal L. ., 41,169 . . 14,811 - 55,980 35,965 7153 43,118
' i - . 0 . (P Wb
A G ‘ Cr : 2 b
(Increasc) decrease in mterest expense: . PR " o N L ’
- Savings deposits, (2,687)  (5433) - (8,120 (1,992) . (3.238) .., (5 230)
Time deposits .+ -, (12,946) . . (9,153)  (22,099) (7,197) (1481). . (8,678)..
Short-term borrowings (604) (938) (1,542) 140 (880) (740),
Long-term debt 2,778 i (458) 2,320 (2,)85) .- 867 (1,318)
Subordinated debt (L3738 .27 (1,645) - (440) (440}
Total (14,832) " (16254) _ (31,086) (11,234) (5,172) (16,406)
: L
Increase (decrease) in effecuve interest —
co differential $ 26337 $ (1,443) :§ 24,894 $ 24731 & 1981 . § 26,712°

caad v . o Cee . ., . . Lo . RN
(a) Table shows approximate effect on the effective interest differential of volume and rate changes for the years

2006 and 2005. The effect of a change in average volume has been determined by applying the average yield or rate
in the earlier period to the change in average volume during the period. The effect of a change in rate has been

‘determined by applying the change in rate during the period to thé average Volume of the pricr period. 'Any resultmg

unallocated amount was allocated ratably between the volume and rate components. Non-accrual loaqs have heen
~ included in the average volume of each penod 'I‘ax-exempt income is shown on a tax equivalent basis assummg a

. federal income tax rate of 35% in. all years
1 r .'r

ol [IR
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LOAN ACCOUNT COMPOSITION :

i - . - - as of-December 31 had
! _—
i v s 1. 2006, 4 ] 2008 L. ... L2004 . ion ne 2003 2002
. . - Amount'- —~Percent’ |- -Amount - ‘Percent- |  Amount-="< Pércent- -| =*Amount Percent Amount Percent
Commercial, financial and : ! : )
agricuttural .4~ $ 865355 36.5% | §.782,946 35.0% | § 409,105 33.7% § 367444 339% | § 295,506 32.2%
Real estate-construction T 190 03 0 0 4532 - 02 8,703 0.7 7,338 0.7 2,615 0.3
Real estate-commercial mortgage 815,028 344 793,969 355 356,871 293 283,661 26.2 246,533 269
Real estate-retail mortgage 141,826 6.0 149,525 6.7 83,979 6.9 S1;485% 1. w8243 | -~7106,882 11.7
Consumer-home equity lines of .o * . ey
credit g . . 92,163 + 39 o 1 13,133: 5.1 53,921 4.4 38,299 3. 5 N 23 169 3!
Consumer-installment and other - 449227 18.9 v . 392,960 17.5 304 877 25 0 296 45I T 27, 3 236 346 258
1 . — = = —
Total loans 2370889 _100.0% |~ 2,237,065 _100.0% | 1,217 456 5 £100.0% [ 1,084,678, 70 100.0% |- 916051 __1000%
: ' . ER [ B w. . ot ety e “ M T
Allowance for loan losses 0a,626) ! 2,965} (14,421 ° g irgy T T 2,343
' ' fegda s o e g
Loans, net, | ] 82,347263 s $2,214,100, $1,203,035 ol $1,071.500. _ e ‘$ 903,708
o AR Ty ‘ DO [ R L SR A R R e ]

,
H . ,
! . o O : RN PO T F LTI eheaneer s g e B

Comml:mi‘tff"s loan Activity 1§ principally with'customefs located within its local market-area; Community continues to
maintain a diversified loan portfolio and has no significant loan concentration in any economit sector. Cominercial,
financial, and agncultural loans consist pnnmpally of commercial lending secured by financial 'assets'of businesses
mcludmg accounts receivable; fmventorles and equlpment and, in most cases, include liens on real estate Rezlil estate
constn.lcnon and mortgage loans are pnmarllyal to 4 family residential loans secured .by.residential propertles within
the bank: s market area. Personal- 1nstallmenl loans consist principally of secured loans for items; such as, automobiles,
property 1mprovement household and other consurner goods Commumty continues to seil fixed raté’ mortgages in the
secondary market to manage interest rate risk. Historically, relative credi risk of cofimeércial; finaricial and agricultural

loans has generally been greater than that of other types of loans. ' LI LA
[} v} e, N e R - e v
I, f . i_u’,' 3 LT ’ h l.':"l
P ’ Tt A uabin e e, 1. ..._..-_)l
1 : * 'MATURITIES AND SENSITIVITY TO CHANGES IN INTEREST DA
. ., . . RATESFOR COMMERCIAL, FINANCIAL'AND AGRICULTURAL, = " |
I . " AND REAL-ESTATE CONSTRUCTION LOANS " o
e 7. s of December 31, 2006 B # it vx o+ we o ey e,
‘ A P AR
‘. ) * . Maturity Distribution PO P
A L B ' o aml “ One Year One to Over Five L
Lo AL L IS or Less Five Years Years Total- . = .
-o-:“ ; . S_r:' l)-‘ﬂi!;tl‘— ] criy el oy te oy NCEN
:L 5 rCommet’cnal ﬁnanc:al and agricultural ..« «$ 178,055 $ 278 675 $ 408,625.: $r. 865,355
] Real estate-construction 1,015 2,202 4,073 LT 290 '
rt- -, Real estate-commercial mortgage . .. . 63,703 . 204,770 546,555 815 028 ‘
IR LT ' Rerdl § 242773 S 485 647 § 959253 § 1,687,673 v
vtk ] PR SR ety 4y L R O T O (N R T TR LT TR )
: R R Interest Sensitivity L !
" Jeo o Lo i. : '. BN L . ‘fi."p. E T & Y '
Coe gy ! Ny il 7 Variable Fixed 1 i~ . Tot@l ay, o oot 00 a0
ot t, e N3 . aizeen wi e o
; Due in one year or less $. 145580 % 97,193 § 242 773 . .
) - Due after one.year - - -. -1,086,632 .. --358,268 - 1444900 M P

$ 1,232,212 § 455461 " § 1,687,673
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Operaﬁng _ret-ur:; on average fangible assets

‘e

- " RECONCILIATION OF GAAP.TO NON-GAAP MEASURES

Income statement data: v T
Net income ’

Net income o,
Amortization of core deposit and other intangible assets
Merger, conversion and restructuring expenses

Net operating (tangible) income

Earnings per share
Diluted eamings per commeon share
Amortization of core deposit and other intangible assets
Merger, conversion and restructuring expenses

,Dilute‘fil operating (tangible) eamnings per share .

-

[$)]

‘| Balance sheetdata: -+ .-~ ’. o
Average assets L, a8
Average assets . .
‘Goodwill ' -
"Core deposit and other intangible assets "+ " fote

¥ L e L.
Average tangible assets

Average equity . o T

Average equity
Goodwill )
Core deposit and other intangible assets
Deferred taxes R
oy . 1 R L
Average tangible equity

R TN .

2006

2005 2004 '
s 4,031 § 25641 $ 21,798
1,715 . 1,153 105
-, 15,333 N

$ 42,746 $ 32,127 $ 21903 ,
s .72 s f-T13s $ 1.65
0.07 0.06 0.01
- 0.28 :
S 179 S 169 $ . 166

$ 3403421

. LI

$ ' 2,668,605

S 1941006

Operating return on average tangible equity +~ . . -

At end of year:

Total assets Lt
Total assets -
Goodwilt e . .
Core deposit and other intangible assets

Total tangible assets: ™ : o '

Total equity . . )
Total equity - ~ . - o . .
Goodwill . . .. v
Core deposit and other intangibleassets ~~ ‘
Deferred taxes B

VR SR b |

Total tangible equity

Tangible book value at end of period R
Tangible equity to assets
! °r

gt -

) Net of related tax effect” , o .

7.05%

7.14%

ey

2y

(245,652) ° (123,412) 08|
‘(13368) + ! (8,236): .-~ U (1,492) | -
s 3044401 ©§$-2536957 5 1936199 |
| 136% 129% . LI3% |, .
- t . ' 3 P T N

$ 475,710 $ 318,768 $ 145,750
(245,652) (123,412) (3,405)
(13,368) (8,236) (1,492)
L7440 Y 862

'S 218434 T§ 187,982 $ 140,853

Vo 1957% 17.09% 15.55%

“$ 3,496,370 $ 3,332,430 $ 1,954,799
(246,383) (244,827) (3,570)
(13,023) (14,253) (1,481)

$ 3236964 . S 3,073350 . ¢ .$ 1949748

$ 48661 'S 476,673 $ ° 152,341

S . (24638B3) - (244,827). (3,570)
(13,023) (14,253) (1,481)

1,591 1,734

$ 228,346 $ 219,327 $ 147,290

s 9.71 $ 9.12 $ 11.46

7.55%

FEM ! Ay

- + -
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ltem 7A. . Quantitative"and g_ !_ ualitative Disc_losures About Market Risk N v

4

A pomon of the information related to quantltanve and quahtatwe disclosures about market risk is included under
Management”s Discussion and Analy51s (“MD&A™) under the heading of. Asset/Liability Management and quuldtty
The purpose of this presentation is to augment the discussion contained.in MD&A.

'
. - .ot

L In

‘Market risk is deﬁned as the exposure to economic loss that arises from changes in the values of certain financial

instruments pursuant to factors arising out of the various categories of market risk. Market risk ¢an include 2 number
of categories, including’ ‘interest rate rtsk foreign currency risk, exchange rate risk, commodity price risk, etc. For
domestic, COmmumty based banks, the vast majority of market r1sk is, related to interest rate risk. Financial institutions
use a number of techmques to attempt to measure the tmpact of interest rate risk which includes GAP analysis, interest
rate “shock” simulation and economic value of equity, Each of these techniques is used to help quantify market risk
attributable to'the mherent sens1t1v1ty of both interest earmng assets and mterest bearing llabllltles .

'
.!‘r - R . " ) ' ” n . v . .r'

Interest rate sensmvnty results when the matunty or repricing intervals: of 1nterest eammg assets, mterest—bearmg
liabilities, and off-balance sheet financial instruments are different, creatmg a risk that’ changes in the lével of market

interest rates will result in disproportionate changes in the value of, and the net earnings generated from, Community’s
interest-earning assets, mterest-beanng liabilities, and off-balance sheet financial instruments. Community’s exposure
to ‘interest rate sensitivity is managed pnmartly through Commumty s strategy of selectmg the types and terms of
‘interest-earning assets and interest-bearing liabilities which generate favorable earninigs, while limiting the potential
negative effects of changes in market interest rates. Since Community’s primary source of interest-bearing liabilities is
customer deposits, its ability to manage the types and terms of such deposits may be somewhat limited by customer
preferences in the market areas in which it operates. Borrowings, which include Federal Home Loan Bank (“FHLB”)
advances and short-term loans, subordinated notes, and other short-term and long-term borrowings, are generally

“structured with specific terms which in management’s judgment, when aggregated with the terms for outstanding

deposits and matched. w1th mterest-eammg assets, mltlgate Community’s exposure to interest rate sensitivity;r . -/
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The rates terms and mterest rate indices of Community’s iinterest-earning assets result primarily. from s strategy of
mvestmg in loans and securities (a substantial portion of which have adjustable-rate terms) which permit Community
to limit its. exposure to interest rate sefisitivity, together with credit risk, whilé. at the same time achieving a posmve
interest.rate spread compared to the cost of interest-bearing liabilities. Rt T SR TR !
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The following table provides a measure of interest rate sensitivity for each category of interest earning assets and
interest bearing liabilities at December 31, 2006. :

Interest Rate Sensitivity

1-99 90-180 180-365 1 year or

Dollars in thousands days days days - more Total
Assets
Interest-bearing deposits in other .
banks 3 3561 § - 8 -3 - 3 3,561
Investment securities 76,200 14,770 50,599 517,567 . 659,136
Loans™ 736,576 101,391 193,994 1,338,928 ".° 2,370,889
Eaming assets 816,337 - 116,16l 244,593 1,856,495 3,033,586
Non-earning assets 630 630 1,142 460,382 462,784
] . . . St Lo B . . i . v | L
Total assets g $ 816967 $ 116,791 S.. 245735 § 2,316,877 § 3,496370
Liabilities S x
Savings, money market and NOW -
accounts $ 259,685 § 38324 § 76,624 $ 504,711 § 879,344
. Time | , oo 183,445 298,679 205,003 311,004 998,131 ..
-+ Time in denominations of ) . : . R v o
., $100,000 or,more, . L78,874 72210 - 45,027 71,267 267379
Short-term borrowings o, 108927 L - e 108,927
° Long-term debt - 1,963 12,956 7 53,259 246,901 315,079
Subordinated debt _ 23,196 — " - 28,352 51,548
" Interest bearing liabilities ' .. 656,090 ' 422,170 379,913 ° I,162,235 2,620,408
Other liabilities and equity © 711,050 11,050 ° 22,100 831,762 875,962
Total liabilities and equity $ 667,040 $ 433220 S§ 402,013 $ 1,993,997 § 3496370
_ -.m,includgs‘non-agcsruga'l‘léians “ o, . o ' o o X ' ‘ ',,‘. _
¥ - it e e ' ' W -y
Interest Sensitivity GAP ) . .
D 190  90-180  180-365
) Dollars in thousands ‘days ", _Days ' days ! -
Tt Periodic T 'S 149,827 § ‘(316429) $(156278) *
T Cumulative : e (166,602) (322,880)
- Cumulative GAP as a percentage : e ‘ S B
- vy of total assets oL S 43% - (4.8)% . GD% o

. .l . ¢ ' . W j— Xl . N f

Community seeks-to maximize net interest income .and minimize earnings volatility by managing the level of interest
rate sensitivity. Interest rate sensitivity is influenced by the repricing characteristic of both assets and liabilities and
includes the volume of assets and liabilities repricing, the timing of repricing and the relative magnitude of the
repricing. While GAP measurement provides an important’too} to-quantify the level of interest rate sensitivity at a
specific point in.time, its utility is constrained by the inherent limitations of GAP -measurement for a number of
reasons. First, changes in the level of interest rates-cannot-be expected to affect all assets and-liabilities equally nor
will they all be impacted at the same time. Second, assets.and liabilities that are eligible to be repriced within-a
specific time frame may, in fact, not reprice or may not reprice to the same extent. Third, the measurement of GAP is
inherently limited in that it provides a representation of the repricing characteristics of assets and liabilities at a specific
point in time while actual sensitivity of assets and liabilities are undergoing constant change. Finally, much of the
presentation of GAP is, by necessity, based upon estimates and assumptions for certain assets and liabilities. For
example, savings, NOW accounts, and other forms of core deposits do not have defined maturitics or repricing dates
and therefore require estimates to be made based upon historical deposit decay rate analysis or other forms of
approximation.

56




Interest rate sensitivity and the measurement thereof are also influenced-by the optionality of certain earning assets and
interest bearing liabilities. For example, a substantial portion of Community’s loans and, mortgage-backed securities
and residential mortgage loans contain significant embedded options, which permit the. borrower to prepay. the
principal balance of the loan prier to maturity (“prepayments”) without penalty. A loan’s propensity for prepayment-is
dependent upon a number of factors, including the current interest rate and interest rate index (if any) of the loan, the
financial ability of the borrower to refinance, the economic benefit to be obtained from refinancing, availability of
refinancing at attractive terms, as well as economic and other factors in specific geographic areas which affect the sales
and price levels of residential property. In a changing interest rate environment, prepayments may increase or decrease
on fixed and adjustable-rate loans pursuant to the current relative levels and expectations of future short and long-term
interest rates.

Investment securities, other than mortgage- backed securities and those with early call provisions, generally do not
have significant embedded options and repay pursuant to specific terms until maturity. While savings and checking
deposits generally may be wnthdrawn upon the customer’s request without prior notice, a continuing relationship with
such customers is generally predlctable resulting in a dependable and uninterrupted source of funds. Time.deposits
generally have early withdrawal penalties, while term FHLB borrowings and subordinated notes have prepayment
penalties, which discourage customer withdrawal of time .deposits and prepayment by Commumty of FHLB
borrowings and subordinated notes prior to maturity. v .
S 1 . BN T Lt

In order to monitor.interest rate risk beyond the one-year time horizon of shocks and rate ramps, Community also
performs economic value of equity (“EVE”) analysis. EVE represents the present value of all asset cash flows minus
the present value of all liability cash flows. As with rate shock analysis, EVE incorporates management assumptions
regarding prepayment behavior of fixed rate loans and securities with opt:onallty and core deposit behavior.
Community’s policy is to limit the change in EVE to -34% given changes in rates up to +/- 200 basis points. The
December 2006 results reflect a -6.2% and -0.5% decrease to EVE given a -200 and +200 basis pomt change in interest
rates, respectwe]y ' Lo . " S

A
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Item 8. Financial Statements and Supplementary Data: S

Community-Banks, Inic. and Subsidiaries : o ;o - : '
CONSOLI ATED BALANCE SHEETS [ ' : 3 . ok
At December 31, 2006 and-2005 ., - : b . A Ct Coe
(Dollars in thousands except per share data) . . . e o |
P -'r'.' T : AT TR - ; . ' v I e
N 1 ’ ¥ s g 4 N .'l: R
I —.-‘.':l et PN [SUPLE |':~‘ P Y ) . . i , lp‘n
g R e e - ' 2006 2% ‘2008 "
ASSETS o
i . .ot ' L - ! L ‘ . o
Cashi and due from banks | | Cs 73,608 $ " 76,820
lnterest-bearmg deposﬂs in other banks o S 3,561 44237
" Investment $ccurities, available for salé vt SO Y 636,066 Pl 605,555
"}¥'Investment securities, held to maturity- (fair \'ralue 3. e e o e
Lot approximates $23,415 and $22,563) s Ap bt 23070 e P 023030 .
' 7 Loans, net of allowance for loan losses of $23 626 and $22, 95 + .. T 2,347,263 et 2,214,100
Premises and equiptnent, net , « 46,335 -+ . 43,283
Goodwill and other intangible assets 259,406 259,080
.,» . Accrued interest receivable and other assets, e 107,061 106,139 .., |
Tt Tofalassets 0 Tt TR CUeT 3496370 47 T § 3,332,430
Wt R [ . S i . Lt an e . ree——
" LIABILITIES - " e ‘ : '
- e T ot Jf . : ._:%l i .t ) T ! L Lt
s MDeposits: - 0 M B ' ' NN
Non-interest bearing . $ 368,329 $ 375,835.
Interest bearing - 2,144,853 1,918,532
~ Total deposits 2,513,182 2,294,367
Short-term borrowings 108,927 87,253
Long-term debt 315,079 430,719
Subordinated debt 51,548 30,928
Accrued interest payable and other liabilities 21,473 12,490
Total liabilities 3,010,209 2,855,757
STOCKHOLDERS’ EQUITY
Preferred stock, no par value; 500,000 shares  *
authorized; no shares issued and outstanding -— .
Common stock-55.00 par value; 50,000,000 shares .
authorized; 24,478,000 and 23,314,000 shares issued 122,301 116,572
Surplus 373,142 347,827
Retained Earnings 17,609 27,031
Accumulated other comprehensive income (loss), net of tax (1,806) (3,779)
Treasury stock; 959,000 and 399,000 shares, at cost (25,175) (10,978)
Total stockholders’ equity 486,161 476,673
Total liabilities and stockholders’ equity $ b 3,332,430

3,496,370

The accompanying notes are an integral part of the consolidated financial statements.
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Community Banks, Inc. and Subsidiaries .

CONSOLIDATED STATEMENTS OF INCOME "

For the Years Ended December 31, 2006, 2005, and 2004
+ (Dollars in thousands except per.share data)

Ll

Diluted . i oo 8.

The accompanying notes are an integral part of the consolidated financial statements,
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, S AT 2006 2005 2004
INTEREST INCOME: .- SN
Loans, including fees § 166,061 $ 11,757 b 69,732
Investmenl securities: : ‘
Taxable ) 18,143 17,198 * .o 18,999
Tax exempt . 9,089 9,087 ' ¢ 8,847
Dividends 2,438 2,353 . 2,084
Other 1,903 1,898 S ki
" Total interest income 197,634 ' 142,293 - 99,799

*+ INTEREST EXPENSE: .

' Deposits © 66,650 36,431 22:523 ~
Short-term borrowings . 3,021 1479 ' - 739
Long-term debt 17,380 i 19,700 ' ' 18382
Subordinated debt 3,683 2,038 1,598

. Total interest expense - . 90,734 59,648 43,242
Net interest income 106,900 82,645 56,557
Proviston for loan losses " 2,050 2,300 3,100
Net interest income after provision for loan L
! . losses - 104,850 80,345 ‘53,457
NON-INTEREQT INCOME:
Investment management and trust servmcs 4,394 v 2,692 . L1510
Service charges on deposit accounts 11,507 9413 o T120
Other service charges, commissions and fees 7,272 175452 3,357
Investment security gams 732 . 259 2,470
' fnsurance premium income and commissions 4,120 3,350 * 3,260
Mortgage banking activities 2,172 ' 2,354 ' 2,665
Eamings on investment in life insurance 2,725 " 2,063 . 1,593
Other 2,045 854 1,238
"V Total non-interest income 34,967 126,437 23,213
" NON-INTEREST EXPENSES: Foe i - - -
4 ” Salaries and employee benefits g ' 46,434 +"36,998 28,337
.. Net occupancy and equipment expense 14,117 11,355 8,287
Merger, conversion and restructuring expenses _— 8,205 L e
Marketing expense 1,752 2,036 . 2,325
" Telecommunications expense 2,243 1,359 1,285
‘Amortization of intangibles 2,639 1,424 ~ 161
: Other 17,700 13,692 9,598
i Total non-interest expenses ;. 84,885 75,069 '* 49,993
Income before income taxes . 54,932 ; . 3‘11,713 26,677 |
Indome taxes i 13,901 : 6,072 4,879
i Net income e $ 4103t 'S 25641 7§ " “3i,798
. . , , -
. EARNINGSPERSHARE: ;.. . .. - X .
Basic - Tt 8 1.74 $ - 138 $ .70
L72.. § . 135 «- § - 165
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Community Banks, Inc. and Subsidiaries

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUlTY
For the Years Ended December 31, 2006, 2005, and 2004

4

BN T8 B SR NI
v‘:' '?:'_::‘. .’_!._“\‘_‘" ;;

|
| (Dollars in thousands except per share data) budd e S0 "'{.'”'T R A N LU
thi 3% Accumulateds <tL ! R
Other ‘
. .Qutstanding Common . Retained  Comprehensive Treasury Total
| rdl Shares Stock!* Surplus  Earnings _ lucome (Loss) Stock Equity
Balance, December 31, 2003 11,648 $ 59,256 § 57,563 § 24,297 5 6,596 :7."'$ “(4,306) |v. . $143,406
Comprehensive income: e i aab : I EETLLS D
Net income ] 21,798 . ot enls - 21,798
Unrealized loss on securities, netof  «f '} , R
reclassification adjustment and vy Yo e ) RO
| tax effect T ’ :' 1 (3,140) . o, (3,140)
Change in unfunded pension Lnas o T
‘ liability, net of tax - =~ . : (245) 245)
Total comprehensive income et B AR Wrraa st e 18,413
Cash dividends ($.64 per share) (8,215) (8.2t
5% stock dividend 584 2,949 15,103 {18,110} srah o ewl v o (58)
Purchases of treasury stock, !, (144) NPT (4,151} |. . (4,151)
Exercise of common stock options and . v - T BRI T
issuances under stock purchase plan . ~.,148 0. 198) (1,636) ' . 4042 o 2,308
Tax benefits from employee ‘stock i . o A 1 )
transactions . - R = .- 638 v 638
Balance, December 31, 2o'd4 12,236 P62,107 . 73,304 18,134 32110 M {a,419) 152,341
Comprehensive income: -, el MR B
Net income . , * SRl 25,641 e g L. 25,641
Unrealized loss on secunnes net of C et et e Cr ot
| reclassification adjustmcm and ot R e bt )
- tax effect L ¥ (7,043) o (7,043}
| Change in unfunded pension .
| liability, net of tax "53'!‘-'1 ¢ amassetT 53
| Total comprehensive'income o (LN 8 T I NS PETC TN A & 18,651
Cash dividends ($.71 pér.share) e Gt (13, 440)4 TP PR I R (13,440)
‘ Purchases of treasury stock (598) RS it e s Ay (16 489) s (16,489)
Exercise of common stock options and ..« [ . LR e e '
issuances under stock purchase plan 423 uri 193 873 . ()2_.9‘80)'_‘ e e 9 926 . 8012
Tax benefits from employee stock R . - e ot
transactions o e 514 e 514
' Acquisition ofPennRock F’nancml ,'_‘ . AT e T e
| Services Corp.: RN Ve o n . oot
Common stock issued 10,854 054,272 269,733 v e . T 324,005
Fair value of stock options  * ~ - e © 3,079 3,079
Other ] 324 (324) . _ . -
Balance, December 31, 2005 ¥ 22915 116,572 347,827 27,031 LG9 T, (10978) ., 476,673
Comprehensive income: .. N t e Ee ot . .
Nt income o - v ! VTR MR T 4,03
il I LRI TV 19134, V0 DR IR .
Unrealized gain on secuntlcs net ‘.} P L R I
of reclass1ﬁcanon ad_]ustment and 7. " SR
tax effect e o * e 790 - T SR 1,790
Change in unfunded pension L ¢ N S DI
liability, net of tax® -t SR .. 183 40 183
Total comprehensive income e 4 _ I 43,004
Cash dividends ($.79 per share) - whr (18676) . " U oo (18,676)
5% stock dividend 1,133 5820 24,162 (29.982) —
Purchases of treasury stock’ * . (668) TLr AT a7t (17922)
Exercise of common stock’optionsand ~ '*: o ) AR ST R
issuances under stock purchase, plan ., ., 139 \ , D (1,79%5) 3,725 1,929
Compensation and tax benefits from . . ' " LT et
employee stock ransactions 1,153 1,153
Balance, December 31, 2006 23,519 $122,391 $373,142 § 17,609 § (L8G&) ' § (25,175) ’ ' 436,161

The accompanying notes are an integral part of the consolidated financial staternents.
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Community Banks, Inc. and Subsidiaries '
CONSOLIDATED STATEMENTS OF CASH FLOWS -

el YT

" B L 1 - WL A
For the Years Ended December 31, 2006 2005, and 2604 ‘
: (Dollars in thousands) ‘ 1 2006.- . . 2005 ° 2004 v
_ Operating Activities: o ) a '
" Net income $ 41,031 § 25,641 $ 21,798
Adjustments to reconcile net income tonetcash | .~ ™, . P
provided by operating activities: 1, . A : : S .
., Provision for loan losses - . . o 2,050 2,300 3000
Deferred i income tax expense (beneﬁt) (281) | 1,559 ., (481)
" Depfeciation and dmortization ) . 7 293 5344 % 3310
Stock opuon expense’ ! e "655 - T e
Net amortization of securities : S - '351 ' '983 1,106 " g
Realized gains on salés of available-for-sale securities, net + - (732 Tea(259) vr 24700 Y -
Loans originated for sale 1 C ’ (12,452) *'1(8,163) (10,959)" "
. Proceeds from sales of loans held for sale ', 11,738 ' -, © 7,324 15,923
¢+ Gains on loan sales . v o - (689) +(225) .o L (L,125) .~
« Eamnings on investment in life insurance L (2,725) . (2,063) . o~ (1,593):
Net change in cther assets Do 1,525 6,489 ..-3646 . .
Net change in accrued interest payable and other liabilities 9,265 (16,385) (2,982)
Tax benefits from employee stock transactions — 514 638
Net cash provided by operating activities .o '~ 57,059 23,059 29911
Investing Activities _ o f; ‘ , o o i'
Net change in mtcrest-beanng dcposﬂs in other banks ’ ) 862 3,740 N P -
Activity in avallable—for-sale secuntles ' e ot : St ts
- Sales : 68,804 " 307,874 119,390 L
Maturities, prepayments and calls =~ . ° . 65,652 " 69,654 " 1 125440 R
Purchases - «. - oo (161, 829) . {125,286)r - "(220,501) . % -
Activity in held to maturity securities: - - N e a!
Maturities, prepayments and calls (34) e ---
Purchases : — (23,020) ---
Net increase in total loans (135,620 (178,220) (144,509)
Proceeds from sale of loans . S 1,267 - S Y % 5.7 S
+ Investment in life insurance - A ’ R : e '(5,000) - v tae
Additions to premises and equipment . C(1,706) . (6 892) . (4,206) . - '
Cash acquired in acquisition o . v =t . 34,564 1 - L
Other (2,965) (3,646) (325)
Net cash provided (used) by investing activities {171,569) 78,768 (123,640)
. . A ' : - PRI
Financing Activities: - . . oot . Co, o
Net i mcrease in deposits . N , 218 815 106, 755 . 74,852
Net change in short—terrn borrowings ' ' 21,674 (50 873) (3.648) .
Proceeds from'issuance of long-term debt ot ss5,000 7 50,000 0 ' 35,000 0
Proceeds from subordinated debt 20,620 - ---
Repayment of long-term debt .t . © (170,640) (152,458) (16,760) -
‘Cash dividends and cash paid in lieu of fractlonal shares . - (18,676) . , (13,440) (8,273).
Payments to acquire treasury stock oo, o (17,922) (16,489) (4 15 1)
, Tax benefits from employee stock transactions ) ‘498 - .. - .
' Procecds from issuance of common stock — l 929 v 8,012 o 2 308 :
Net cash provided (used) by ﬁnancmg activities 111,298 ..(68,493) 77 328
Net change in cash and cash equivalents’ '~ © (3,212) 333347 1 (16401)
T L : . * l r" + .n - . e
,Cash and cash equivalents at beginning of period 76,820 43,486 . 59,887 -
Cash and cash eqmvalems at end-of penod - e . 8% r 73608 § .-.76820 - 9§ -...43,486
Cash pald during the year for: S
" Interest $ 90,001 § 57,452 3 42,426
Income taxes $ 15,160 3 3,623 3 3,738

The accompanying notes are an integral part of the consolidated financial statements,
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Community Banks, Inc. and Subsidiaries ' ] C _
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS * , ’ e . ' .

} e . +,

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES:

A ORGANIZATION AND BASIS OF PRESENTATION:
“Community Banks, Inc. (“Community” or the “Corporation”) is a financial holding conipany whose wholly-owned
subsidiaries include ComniupityBanks, CommunityBanks Investments, Inc. (CBII), and Community Banks Life
Insurance Company (CBLIC).. All significant intercompany transactions have been ‘eliminated in consolidation.
Community operates through its executive office in Harrisburg, Pennsylvania, and through 74 branch banking offices
.located in Adams, Berks, Chester, Cumberland, Dauphin, Lancaster, Luzemne, Northumberland, Schuytkill, Snyder,
and York Counties in Pennsylvania, and Carroll County in Maryland. CommunityBanks provides a wide range of
services through its network of offices. Lending services inciude secured and unsecured commercial loans, residential
and commercial mortgages and various forms of consumer lending. Deposit services include a variety of checking,
savings, time and money market deposits. Community also provides specialized services through its wholly-owned
subsidiaries. Community and its subsidiaries are subject to the regulations of certain Federal and state agencies and
undergo periodic examinations by such regulatory authorities. ' v

i

e ' :
PR o USE OF ESTIMATES: - : :

The preparation of financial statements in accordance with accounting principles generally accepted in the United
- States of America requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and reported
amounts of revenues and expenses during the reporting period. Actual results could differ from those estimates. The
principal material estimates that are particularly susceptible to significant change in the near term relate to: the
allowance for loan losses; certain intangible assets, such as goodwill and core deposit intangible; and the evaluation of
other than temporary impairment of investment securities. '

- CASH FLOWS INFORMATION: o
Cash and cash equivalents include cash and due from banks and federal funds sold. During 2004, $25 million of
maturing long-term FHLB advances were repaid through short term borrowings with the FHLB. Refer to Note 2,
“Acquisitions,” for the terms of a non-cash transaction in 2005. During 2006, 2005, and 2004 transfers from loans to

foreclosed real estate totaled $543,000, $1.0 million, and $1.5 million.

[
B

. g .4 . ' ‘ ot f
SIGNIFICANT GROUP CONCENTRATIONS OF CREDIT RISK:
Most of Community’s activities are with customers located within Central Pennsylvania and Northern Maryland. Note
3 discusses the types of sqéurities in which Community invests. Note 4 discusses the types of lending engaged in by
Community. Community doe;s,h'dt have any significant concentrations to any one industry of customer. _ '

. INVESTMENT SECURITIES: ST
Community classifies debt and ’equity ‘secu‘ﬁt\ies as either “held-to-maturity,” “airailable—fox:—siale,” or “trading.”
Investments for which management has the intent, and Community has the ability, to hold to maturity ar¢ carried at
cost adjusted for amortization of premium and accretion of discount.  Securities bought and held primarily for the
purpose of selling them in the riear term are classified as trading and reported at fair value. Changes in unrealized
. gains and losses on trading ‘'securities are recognized in the Consolidated Statements of Income. At-December 31, 2006
- and 2005, there werc no securities identified as trading. All other sccurities are classified as available-for-sale
securities and reported at fai_i value. Changes in unrealized gains and losses on available-for-sale securities, net of
applicable taxes, are recorded as'a component of stockholders’ equity. Quoted market values, when available, are used
to determine the fair value of securities. 1f quoted market prices are not available, then fair values are estimated using
quoted prices of instruments with similar characteristics. Amortization and aceretion are calculated principally on the

interest method. |
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Securities classified as available-for-sale include those investments management intends..to use as part of its
asset/liability management strategy and may be sold in response to changes.in interést rates, resultant prepayment risk
and other factors. Declines in the fair value of available-for-sale or held to maturity securities below their cost that are
deemed to be “other-than-temporary™ -are reflected in the Consolidated Statements of Income as realized losses. In
estimating other-than-temporary impairment losses, management considers (1) the length of time and the extent to
which the. fair value has been less.than cost, (2) the financial condition,and near-term prospects of the issuer, and (3)
the intent and ability of Community to retain its investment in the issuér for a period of time sufficient to allow for.any
anticipated recovery in fair value: Realized gains.and losses on the sale of securities.are recognized using the specific
identification method and are included in “non-interest income’ in the Consohdated Statements of [hcome. .

Equity securities include.Federal Home Loan Bank (“FHLB™) stock-at December 31, 2006 and 2005 of $19.8 million
. and $23:1 million, and represent equity interests in the FHLB. Such securities, which are carried at cost, do not have a
readily determinable fair value because ownership is restricted and can be.sold back only .to the FHLB or to another
member institution. The FHLB:requires Communlty to maintain certain amounts of FHLB stock based on its balance

of FHLB advances. + + . . . f C R I
' e .N* L . v L_'. ’ ..‘r" ' e T PR
TR . . LOANS HELD FOR SALE: .. | - . .. T
Loans held for sale, consisting primarily of fixed rate mortgages and education loans,-are valued at the lower of cost or
falr value, determmed on an aggregate basns o R S T T . oo
$- (IO . . K . "o o, Lo T . ) 1,
: LOANS AND REVENUE RECOGNITION: *-* o

Loans are stated at their principal amount outstanding adjusted for charge-offs and certain orlgmatlon fees or costs.
lnterest income on'loans 'is recorded on the interest method. Non- accrual loans are those on which the accrual of
interest has ceased and where all prewously accrued and unpaid iriterest is reversed. Loans other than consumer loans
are placed on non-accrual status when principal or interest is past due 90 days or more and the collateral may Be
inadequate to_ recover principal and interest, or lmmedlately, 1f in the opinion of management, full collectlon s
doubtful. Generally the uricollateralized portions, of consumer loans past due 90 ‘days or more arg charged-off
Interest accrued but not collected as of the date of placement on non-accrual status’is reversed ‘and charged against
current income. Subsequent cash payments received are applled either to the outstanding prmcrpal balance or recorded :
as interest income, depending upon management’s assessment of the ultimate collectibility of principal ‘and interest. -
Non-accrual loans are restored to accrual status when all delinquent principal and interest become current or the loan is
consulered secured ang in the process of collectron Dehnqueney status is based on the connactual terms of the loan,
Loan ongmatlon fees and certain direct ortgmanon costs are being deferred and the net amount amort1zed as an
adjustment of the yreld on the related loan under the interest method generally over the contractual llfe '

N t
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ALLOWANCE FOR LOAN LOSSES: "
The allowance for loan losses is established as losses are estimated to have occurred through a provrsron for loan
losses’ charged to earnings. Loan losses are charged agamst the allowance ‘when management beheves the
uncollectlblllty of a loan balance is confirmed. Subsequent recovenes if any, are. ‘crédited to the allowance.

1

The allowance for loan losses is evaluated on a quarterly basis by management using a systemic methodology that
incorporates management's judgments about the credit quality of the loan portfolio through a disciplined process that
is consistently applied. Management considers all known relevant internal and external factors that may affect loan
collectibility, as well ,as particular,risks indigenous to specific types. of lending.. The final results, of the process .are
reviewed and approved by executive management. Results are regularly validated by a review of trends assoc1ated
with loan volume, delinquencies, and other factors that may influence the methodology used to estimate the allowance
for. loan losses. This evaluation is inherently. SUb_]GCIIVB as it requires estimates that are susceptlble to srgmﬁcant
revision as additional information becomes available. . . PR S ‘

FER) f\rf‘

1 B PRSI B R {1 '
The allowance cons1sts of specrf' ic, general and unallocated components ,,T he specific componentjrelates to loans that
are classified as doubtful, substandard or special mention. For such loans that are also classified as lmpalred an
allowance is, established when the realizable value of the collateral, or discounted cash flows, or obtainable market
~ price, is lower than the carrying value -of that loan. The general component covers non-classified loans that are
evaluated as part of various pools. The allowance for these pools is based on historical loss experience adjusted for
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1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued): -

r

qualitative factors. An unallocated component is maintained in the allowance to cover uncertainties-that could affect
management’s estimate of probable losses.” The unallocated component of the allowance reflects the margin of
imprecision inherent in the underlying assumptions-used:in the methodologies for estimating specific and general
losses in the portfolio. » .~ .. vt ' . R s o

A loan is considered impaired when, based on current information and events, it is probable that Community will be
unablé to collect the scheduled payments of principal or interest when.due, according to the. contractual terms of the
toan agreement.” Factors cohsidered by management-in determining impairment include payment status, collateral
value, and the probability of collecting scheduled principal and interest payments when ‘due. Loans that experience
insignificant payment delays and payment shortfalls generaily are not classified as impaired. Management determines
the significance of payment delays and payment shortfails on a case-by-case basis, taking into consideration all of the
circumstances surrounding the loan and the borrower, including the length of the delay, the reasons for the delay, the
borrower’s.prior payment: record, and the amount of the 'shortfall in relation to the. principal and interest owed.
Impairment is measured on a loan-by-loan basis for commercial and construction loans over $250,000 by either the fair
value of the collateral if the loan is collateral dependent, the present value of expected future cash flows discounted at
the loan’s effective interest rate, or the loan’s obtainable market price. . i
. B , . ., ' . \ - - ‘- B L. . .
Large groups of si’ha‘llg:r ‘bglance homogeneous loans are clbllécti\.:ely evaluated for impairment.  Accordingly,
Community does not separately identify individual consumer and residential loans’for impairment disclosures, unless
such loans are part of a restructuring agreement. LT _ . '

'iogms ‘confinue to bé classified as impaired unless they are brought fully ¢urrent and the, collection of scheduled
interest and principal is lconside'r"ed_ probable of being collected when due. When an impaired, loan or portion of an
impaired loan is detérmined to, be Linclollectible, the po‘rtion‘deenied uncollectible is charged against the related

 valuation allowance, and subsequent recoveries, if any, are credited to,the valuation'allowance. ' ' t

Purchased loans with évidence of c;redii"'quality déterioration for which it is probable at purchase that all contractually
required payments will not be collected are accounted for under AICPA Statement of Position (“SOP”) 03-3,
“dccounting for Ceriain Loans or Débt Securilies Acquired ifi a Transfer.” SOP 03-3 addresses accounting for
differences between contractual cash flows and cash flows expected (o be’ collected from an investor’s initial
investment in loans acquired in a transfer if those differences are attributable, at least in part, to credit quality. SOP 03-
3 requires impaired loans to be recorded at fair value and_prohibits carrying over valuation allowances in the initial
accounting for loans acquired in a transfer, including loans acquired in a purchase business combination. Under SOP
03-3, the excess of cash fﬂows‘_expectg'd_qt purchase over the purchase price is recognized as interest income over the
life of the loans. Subsequent incredses in cash flows expected to be coltected are recognized prospectively through an
adjustment of the loan’s yield over its remaining. life.. Décredses in expected cash flows are recognized as
impairments. .

P PR ' . o e . ' . !
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: _ PREMISES AND EQUIPMENT: *  *

Premises ‘and eqitipment are stated at cost, less accumulated depreciation and amortization. Depréciation is calculated
using straight-line methods over the estimated useful lives of the related assets as follows: banking premises, 20 to 40
years; fuiniture, fixtures, and equipment, 3 to 5 years;' Leasehold improvements are amortized over the shorter of the
lease termi or estimated lives. 'Long-lived assets are reviewed for impairment whenever events or changes in business
circumstances indicate the carrying value of the assets may not be recovered. Maintenance and repairs dre expensed as
incurred, while major additions and improvements are capitalized. Gain or loss on retirement or disposat of individual
assets is recorded as income or expense in the period'of retirement or disposal. | teo . '
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GOODWILL AND OTHER INTANGIBLE ASSETS: : '
Commumty accounts for its acquisitions using the purchase accounting method requ1red by Statement of Fmancml
Accounting Standards (SFAS) No. 141, “Business Combinations.” Purchase accounting requlres the total purchase
price to be allocated to the estimated falr values of assets and hablllttes acquired, including certain mtanglble assets
that must be recogmized. Generally, this results i in a residual amount m excess of the net fair values, which is recorded
. as goodwill. R

' IO . Loy . ' i R T e e

SFAS No. 142, “Goodwxll and Other lntanglble Assets * requires that- goodw1|l is not amortized ‘to.expense, but rather
that it be tested for impairment -at'least annually. impairment write-downs are charged to'results of operations in*the
period in which the impairment is determined. Community did not identify any impairment on its outstanding goodwill
from its most recent testing, which was performed at December 31, 2006. If certain events occur which might indicate
- goodwill has been impaired, the goodwill is tested when such events occur. Other acquired intangible assets with
finite lives, such as core deposit intangibles, aré required t0 be amortized over their estimated lives. Core deposit and
other mtanglbles are generally amortlzed usmg accelerated methods over estimated useful lives of. ten to- fifteen years.

. =i o
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: S FORECLOSED REAL ESTATE oo b SR
Real estate acqunred through™ foreclosure is initially carried at fair valie, typically derived: from the current appraised
value of the property at.transfer date léss estimated selling cost. Prior to foréclosure, the recorded amount of the loan
is written down, 1f necessary, to the appralsed value of the'real estate to be acqmred by charging the allowance for loan
losses. | o ok R
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Subsequent to foreclosure, gains or losses on the-sale of and losses on the periodic revaluation of foreclosed real estate

are credited or.charged to other expense. Costs of maintaining and operating foreclosed property are expensed as
incurred. ' ' )

[ . L )
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: . RETIREMENT PLANS ‘,, o ' '
Commumty mamtams a 401(k) savmgs plan covermg substant1ally all’ employees Whlch allows employees to mvest a
percentage of their eammgs matched to a certain amount spemﬁed by Commumry The expense related to thlS

. savings plan was, $1.7 million m 2006, $1. 6 million in, 2005 and 1.5 mllhon in 2004 and has been 1ncluded in
salaries and benef’ ts expense . .

I
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Community maintains supplemental retirement plans and life insurance for selected executives. The supplemental life
insurance plans replaced other insurance coverage, The expense assoctated with these plans was $404,000 for, 2006,
$407,000 for 2005, and $379,000 for 2004.” The accrued liability was $2.6 miilion at December 31, 2006 and $2.4
million at December 31, 2005. Investment in bank owned life insurance policies was used to ‘finance the supplemental
benefit plans, and provide a.tax-exempt return to Community.

Commuinity has a noncontributory defined benefit pension plan covering employees of a predecessor bank.  The
pension plan was amended during 2001 to discontinue the admittance of any future participants into the plan. During
the third quarter of 2003,.the  plan was further amended .to curtail future eligibility services and, affected participants
will no longer accrue benefits. Community uses a September 30 measurement date for its plan. . Pension costs are
funded currently subject to the full funding limitation imposed under federal income tax regulations, Community
adopted the recogmnon provisions of SFAS No. 158, “Employers’ Accounting for Defined Benefit Pension ahd Other
Postretirement Plans,” at December 31, 2006. There was no impact to the consolidated financial statements upon
adoption as unrecogmzed net costs were previously reflected in other comprehenswe income through the recogmtlon :

of an additional mm1mum hab111ty in prior years. ) .
. A . it A | TP
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1. 'SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued): '
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INCOME TAXES: _
Deferred income taxes are accounted for by the liability method, wherein deferred tax assets and liabilities are
calculated on the -differences -between the basis of assets and liabilities for financial statement purposes versus tax
purposes (temporary differences) using-enacted tax rates in effect for the year in which the differences are expected to
reverse, « - - .

N , * STOCK-BASED COMPENSATION: . : . .
Effective January;_l, 2006, Community adopted the provisions of Statement of Financial Accounting Standards
(“SFAS”) No. 123, “Accounting for Stock-Based Compensation” as revised by SFAS No. 123(R), “Share-Based
Payments,” using the modified prospective method. Under this method, the share-based compensation cost recognized
beginning January 1, 2006, includes compensation cost for (1} all share-based payments granted prior to, but not
vested-as of January 1, 2006, based on the grant. date fair value originally estimated in accordance with,the provisions
of SFAS No. 123 and (ii) all share-based payments granted subsequent to December 31, 2005, based on the grant date
fair value estimated in accordance with the, provisions of SFAS No. 123(R). Compensation.cost under SFAS No.
123(R) is recognized ratably using the straight-line attribution method over the expected vesting period or to the
retirement eligibility date, if less than the vesting period when vesting is not contingent upon any future performance.
Community generally issues treasury shares to satisfy share.option exercises. : ‘ .

t .-

EARNINGS PER SHARE:
Basic earnings per share represents income available to common stockholders divided by the weighted-average
number of common shares outstanding during the period. Diluted camnings per share reflects additional common
sh_areSj that' would have been outstanding if potentially dilutive common shares had been issued, as well as any

adjustment"to income that would result from the assumed issuance. 'Potentially dilutive common shares that may be
idsued by Comiffiunity reiate solely to outstanding stock options, and are determined using the treasury stock method.
All share and per share amounts are restated for stock splits and stock dividends that occur prior to the issuance of the
ﬁr;lancial statements. | ‘ .
S AR R L ra [ . L A LI 1

Eéﬁ]lipgs btclr,“'sf'lafe for the years ended Décember 3'1','200'(3, 2005 and 2004 have been computed as follows (in
thgus‘:"apds,’excep't per share data): SoTe ' ‘

LI LI

3006 - 2005 72004 ' RS

Netincome - - oo .t § 41031, § 25641 § 21,798 Lo
v, .3 N ) . T - - L , .
i 1 . 'Weighted averagé shares outstanding '(basic) © - 23,645 18,645 12,843 g

Effect of dilutive stock options ~ ~ +° 27y . 330 361 - .

" % i K . :‘_v"' + . . . . ' o L 1 s l! .

Weighted average shares outstanding (diluted) . 23918 18,975 - 13,204 ., Co ,

‘ ‘ .Pers;hare,infomhlation: o R : S Ce P \

Basic earnings per share $ 174 . 5. 138 $ - 1.70 .o
Diluted eamings per share - 1.72 ©1.35 1.65

Antidilutive options excluded from the above earnings per share calculations totaled 633,000 for 2006, 365,000 for
2005, and 168,000 for 2004. : .
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COMPREHENSIVE INCOME:
Community reports comprehensive income in accordance with Statement of Financial Accounting Standard No. 130,
“Reporting Comprehensive Income.” The components of other comprehensive income (loss) and related tax effects
for years ended December 31 are as follows (in thousands):

2006 - 2005 2004 )
Unrealized holding gains (losses) ‘ o
on available-for-sale securities 5 3,486 $ (10,576) 5 (2,362)
Reclassification adjustments for
gains included in net income - {132) (259) (2,470)
+ Net unrealized gains (losses) ' 2,754 e (10,835} . {4,832)
Tax effect. . _ : 964) - - 3792 1,692
Net-of-tax amount 1,790 {(7.043) (3,140)
(Increase) decrease in unfunded pensmn llablhty 282 82 (377
Tax effect - 99) C 29) 132

Net-of-tax amount - ) 183 - 53 . . (245)

$ 1973 §  (6990) $  (3,385)

R

The' components of accumulated other comprchenswe income, mcluded in stockholders’ eqmty, are as follows at _'
December 31 (in thousands)

\ PR "

2006 2005
' Net unrealized gain (loss) on . S
available-for-sale securities ‘ $ 7 434 $ (2,320)
Tax effect (152) ' ' 812
Net-of-tax amount L. ‘ R - 282 (1,508)
Unfiunded pension liability . W @213 (3,494)
Tax effect . . o . L1280 1,223 )
Net-of-tax amount - Lt (2,088) 2,271y
"+ Accumulated other comprehensive income (loss) . * § . (1,806) . § (3,779)
SEGMENT REPORTING

Commumty has determined its only reportable segment is community banking. Community’s non-bankmg activities
have been determined to be insignificant and do not require separate disclosure, - '

Cr . . i \ ¢t . !

: . TRANSFERS OF FINANCIAL ASSETS Y

Transfers of financial assets are accounted for as sales, when control over:the assets has' been surrendered Control
over transferred assets is deemed to be surrendered when (1) the assets have been isolated from Community, (2) the
transferee obtains the right (free of conditions that constrain it from taking advantage of that right) to pledge or
exchange the transferred assets, and (3) Community does not maintain effective control over thertransferred -assets
through an agreement to repurchase them before their maturity. Lo ' o
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1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued): : : ' "

T — .

-

OFF-BALANCE SHEET CREDIT RELATED FINANCIAL INSTRUMENTS:
In the ordinary course of business, Community has entered into commitments to extend credit, including commitments
under credit card arrangements, commercial letters of credit, and standby letters of credit. Such financial instruments
are recorded when they are funded. o ‘ )

e
[

) o {

RECLASSIFICATIONS: .
Certain amounts reported in prior years have been. reclassified to conform with the 2006 presentation. These
reclassifications did not materially impact Community’s financial condition or results of operations.

-
RYE

. | S - L T
NEW ACCOUNTING PRON()lUNCEMENTS:

SFAS No. 155  In February 2006, the Financial ‘Accounting Standards Board (“FASB”) issued FASB Statement
(“SFAS™) No. 155, “Accounting for Certain Hybrid Financial Instruments.” SFAS No. 155 amends SFAS No. 133
and SFAS No. 140, and improves the financial reporting of certain hybrid financial instruments by requiring more
consistent accounting that eliminates exemptions and provides a means to simplify the accounting for these
instruments. Specifically, SFAS No. 155 allows financial instruments that have embedded derivatives to be accounted
for as a whole (eliminating the need to bifurcate the derivative from its host) if the holder elects to account for the

. whole instrument on a fair value basis. SFAS:No. 155 is effective for all financial instruments acquired or issued after

the beginning of an entity's first fiscal yezﬁ' that begins after September 15, 2006. For Community, the effective date
was January 1, 2007. The adoption of SFAS No. 155 will not have a significant impact on Community’s financial
position or results of operations. any L

FASB Interpretation No. 48 - In Jung, 2006, the FASB issued FASB Interpretation No. '48; “Accounting for
Uncertainty in Income Taxes—-an interpretation of FASB Statement No. 109" (FIN 48), which clarifies the accounting
for uncertainty in tax ‘positions. This Interpretation requires that companies recognize in their financial statcments the
impact of a tax position, if that position "i$ more likely than not of being sustained on audit, based on the technical
merits of the position. The provisions ofFIN 48 are effective for fiscal years beginning after December 15, 2006, with
the cumulative effect of the change in accounting principle recorded as an adjustment to opening retained earnings.
The adoption of FIN 48 will not have a significant impact on Community’s financial position or results of operations.

EITF 06-4 - In September 2006, the Financial Accounting Standards Board's Emerging Issues Task Force (“EITF™)
issued EITF Issue No. 06-4, "Accounting for Deferred Compensation and Postretirement Benefit Aspects of
Endorsement Split Dollar Life Insurance Arrarigements.”: EFTF 06-4-requires the recognition of a liability related to
the postretirement benefits covered by an: endorsement split-dollar life insurance arrangement. The consensus
highlights that the employer (who is aiso the policyholder) has a liability.for the benefit it is providing to its employee.
As such, if the policyholder has agreed to maintain the insurance policy in force for the employee's benefit during his
or her retirement, then the liability recognized during the employee's active service period should be based on the
future cost of insurance to be incurred during.the employee'siretiremeént.. Alternatively, if the policy holder has agreed
to provide the employee with'a death benefit, then the liability for the future death benefit should be recognized by
following the guidance in. SFAS No. 106 ‘or Accounting Principals Board Opinion No. 12, as appropriate. For
transition, an entity.can choose to apply:the guidance using.either of the. following approaches: (a) a change in
accounting principle through retrospective application to all periods presented or (b) a change.in‘accounting principle
through a cumulative-effect adjustment to the balance in retained earnings at-the beginning of the year of adoption.
Adoption is required in fiscal years beginning after December 15, 2007, with early adoption permitted. Community is
currently analyzing the effects of EITF 06-4 but does not expect its implementation will have a significant impact on
Community’s consolidated financial position or results of operations.
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SFAS No. 157 - In September, 2006, the FASB issued FASB No. 157, “Fair Value Measurements,”. which-defines
fair value, establishes a framework for measuring fair value \inder’Generally Accepted Accounting Principles, and
expands disclosures about fair value measurements. SFAS No. 157 applies to other accounting pronouncements that
require or permit fair value measurements. The new guidance is effective for financial statements’issued for fiscal
years beginning after November 15, 2007, and for interim periods within those fiscal years. Community is currently
evaluating the potential impact, if any, of the adoption of FASB Statement No. 157 on Community’s consolidated
ﬁnan(:lal posmon or results of operations.

,, oo R [T i R B \ .is'

SFAS No. 159 - In Febmary 2007, the FASB issued SFAS No. 159;"The Fair Value Option for Fmanczal Assets and
- Financial Lrabahnes-lnciudrng an Amendment of FASB Statement No. 115" SFAS No. 159 permits entities.to choose
‘to measure many financial instruments and'certain;other items at fair value. Unrealized gains and losses on items for
. which the fair value option has been elected. will. be recognized in eamings at. each .subsequent reporting date..For
Community, the effective date will be January.l, 2008. Community ‘is. curremly analyzmg the effect, if any, on
consolidated financial position or results of operations. - * 14 .o 2. o SE o -
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2. ACQUISITIONS: : ‘ : vt T, 8

PennRock Financial Services Corp. - On'July -1, 2005, Community ahd PennRock. Financial' Services ‘Corp.
(Pe¢nnRock), parent company of Blue Ball' National Bank (Blue Bail) completed a merger in-which PennRock was
merged into Commumty1 Alsmon that date, -Blue ‘Ball was merged into CommumtyBanks Commumty s bankmg
subsndlary A T  NRT T Y P A S St

In connectlon wnth the transactlon Commumty acqulred all of the outstandmg sh‘ares of PennRock common stock for
shares of. Communlty s common stock valued at $324 m:]hon and the exchange of stock optlons for Commumty ]
options valued at $3.1 million. In addmon, shares of PennRock valued- at, $44 000 ownecl by Community were not
exchanged into Community shares, but were ‘included in the acquisition cost, Fair values of significant assets acquired
and liabilities assumed at the date of acquisition were: investment securities $250 million; loans $835 million; deposits.
3882 million; short- term borrowmgs $91, mllhon and long term debt $129 rmllron H‘_. W c
ln accordance wrth SFAS No l4l Commumty used the purchase method of accountmg 0 record thls transactron
Goodwill recorded in connection with the acquisition of PennRock is calculated below The goodwill recorded was
allocated 10 the banking subsidiary in accordance with SFAS No ‘ 142 as all of the, asse\s and! habrhhes acquired were
related to the bankmg subsidiary.-The goodwﬂl acqulred in. connectron with' PennRock wrll not .be amortized for tax
purposes. o : ) ca

‘J 3 s " T L K L]

(dollars in. thousands, except per share data)

Community common stock issued (restated for 5% stock dividend in 2006) 11, 397 157
Average purchase price per Community common share - & 284286
‘ $324,005
Transaction costs : 6,065
Fair value of vested employee stock options ' 3,079
Total Purchase Price 4 333,149
Net Assets Acquired: .
PennRock stockholders’ equity ' ’ . 103,690
PennRock goodwill and intangibles ©(10,037)
Adjustments to reflect assets acquired at fair value; o
Investments (6,330)
. Loans (14 year weighted average life) (1,757)
Core deposit intangible (10 year accelerated amomzatlon) 13,135
Bank premises (35 year weighted average life) T {3,482)
Deferred tax assets (12 year weighted average life) o539
Adjustments to reflect liabilities acquired at fair value: K
Time deposits (2 year weighted average life) (2,110)
FHLB advances (2.5 year weighted average life) ) (1,515)
: 92,133
Goodwill resulting from merger ) $241,016
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2. ACQUISITIONS (Continued): - -

'

Wiley Insurance Agency and Sentry Trust Company - Two cash acquisitions were completed in 2006: In May,
Community acquired Wiley Insurance Agency, an insurance agency providing both commercial and personal lines of
insurance;.and in September; Community acquired Sentry Trust Company; located in Chambersburg, Pennsylvania.
Each of these acquisitions was accounted for using the purchase method of accounting, and, accordingly, the results of
operations of each entity are included in Community’s consolidated statements of income from the date of acquisition.
The acquisitions, individually and in the aggregate, are immaterial to Community’s consolidated financial position and
results- of operations. Goodwill arising from the acquisitions is subject to periodic impairment testing and other
intangibles are amortized over their estimated useful lives.

Pending acquisitions:

BUCS Financial Corp - In September, 2006, Community and BUCS Financial Corp (*BUCS™} announced the signing
of a definitive agreement pursuant to which Community and BUCS will combine under Community’s charter. BUCS,
the parent company of BUCS Federal Bank, is a financial holding company with approximately $150,million in assets
at December 31, 2006. Community will acquire all outstanding shares of BUCS common stock for a total purchase
price of approximately $24 million. The purchase price will consist of cash of approximately $10.5 million and
common stock, with the number of shares issued fo be determined near the date of consummation. Community
currently anticipates the issuance of approximately 550,000 shares of common stock in the merger. The merger has

been approved by regulatory authorities but is subject to approval by the shareholders of BUCS.

East Prospect State Bank - In September, 2006, Community and East' Prospect State Bank (“East Prospect”)
announced the signing of a definitive agreement pursuant to which CommunityBanks and East Prospect will combine
under CommunityBanks’ charter. East Prospect is a Pennsylvania-chartered banking institution with approximately
$60 million in assets at December'31, 2006. Under the terms of the Agreement, Community will acquire all of the
outstanding’ shares of East Prospect common stock for a total purchase price of approximately $22 million. The
purchase price will consist of cash of approximately $6 million and common stock, with the number of shares issued to
be deterinined near thé date of consummation. Community cuirently anticipates the issuance of approximately 645,000
shares of common stock in the merger. The merger has been approved by regulatory authorities but is subject to
approval by the shareholders of East Prospect.

o
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3. INVESTMENT SECURITIES: e L e 'l“, 0 "‘\'r LU "-.‘. o T .J"-ti Ny
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The amortized cost and fair value of investment securities ‘at December 3] 2006 and 2005 are as follows (1n
thousands):

2006 o S 2008
e Gross ~ “Gross ") Cvstt Gross - Gross-'1' .10
T r ‘Amortized Unrealized Unrealized . Fair | Amortized Unrealized Uniréatized .. = Fair
' Cost Gains Losses Value Costs -, . Gains -, Losses, ., b * Value
Securities Available-For-Sale - ' ’
Debt securities: 7+ Tt et I LA
U.S. Government and federal ~.~ | ' Tl .
agency - - $ 128660 S -. 3 S (1922) 5126772 |% 125938 § — % (2,814) §123,124
Mortgage- backed primarity L .. o r . .
federal agency o 204,887 vy 361 - I(3,2_'.76) 201,972 186,871 102 -(4,160) 182,813
State and municipal _ 196,879 5642 . (346) 202,175 186,047 . 5,899 (1,034) 190,912
. Corporate :" o 42.403 | 465 310 42,558 40351 - 830 ! (961) 40,220
Total debt secunnes © 572,829 6,502 (5,854) 573477 | . 539,207 6,831 (8,969) 537,069
Equity securities. - S i 63,035 .:' 151 " (597) 62,589 | 68,909 789 - '(1,212) 68,486
- Total securities available-for- - C N . :
sale  -- . - S 635864 8 6,653 § (6451) $636,066 |5 608116 § 7620  $ (10,181) $605,555
Securities Held-to-Maturity i ‘ ”
T s K. . ror ' . ) R N R LI SO NTY . AT
1State.and municipal 1. 823, 070 $ 351 . 8 (6) $234151 5 23,0304 % . -, (4671 " § 22,563

The followmg table shows gross unreallzed losses and fair value aggregated by mvestment categoryrand Iength of
time that individual securities have been in a contmuous unrealrzed loss posmon at December 31, 2006 and 2005 (in

thousands):, . L e e R T T PR
R o ' 2006 ) ‘ O LA
: A “Less Than 12 Months * 12 Months or More | Less Than 12 Months 12 Months or More -
Fair Unrealized ©  Fair Unrealized Fair Unrealized Fair ¢ '~ Unrealized
Vahue Losses Value Losses Value Losses Value Losses |
Securities Available-For-Sale ) ) ' '
Debt securities: - : : . - T R T 3
U.5. Government and federat ’
agency ., g o3 412288 (97).. 8 69729 §. .(1,824) [ § 87614 5 (1,036), $ 34838 § (1,777)
Mortgage-backed, pnman[y ) ' . i . PR oo
federal agency 122,767 (330). . 125,068 (2,946) | 128,799 {2,589) 44,646 (1,572)
State and municipal 20,826 - . (154) 0v13,036 (192} 37,103 (722) 8,806 @312y
Corporate . 5116 (32) ° (12,884 278) 8,270 - (396) -.Y 6,116 (565)
Total debt securities : 89,937 . 613) 220,717 (5,240) 262,786 ... (4,743) - 94406 (4,226)
Equity securities 26,572 (308) 2,137 (290) 26,919 (808)- .. 1,497 (404) °

$116509 §  (921) $232.954 .§ (5530) | $ 289705 $°V(5.551) § 95903 § (4,630)
Ty ' g [ : ] S .
¢ wt LI}

Securities Held-10-Maturity

r'f‘

State and municipal .3 353 s ) s 1451 5 (5) [ § 22,563 5 (@467 § - S

t " i

R Yt 1% RN LT A
The above.table for December 31, 2006, represents 152 investment securities (]27 debt and 25 equity securities) where
the current fair value is less than the related amortized cost. Management believes that the unrealized losses reflect
changes in intérest rates subsequent to the. acqulsltlon of ‘specific securities and do not reflect any ‘deterioration of the
credit worthiness of the issuing entities. Generally, securities with an unrealized loss are’ investment grade debt
securities with a mz}turllty date and are expected to be paid in full at marurlty ‘or are equlty securities with
characteristics of debt securitics, including a specific repricing date. As management has the abrlrty and intent to hold
securities for the foreseeable future no declmes are deemed to be other than temporary

) e
L8

i ' o . Lo RN
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' $91,000 in 2005, and $865,000 in 2004. . -

. - respectively, were pledged to collateralize public deposits and for other purposes required or permitted by law. At
- Deceiber 31, 2006 and 2005, the carrying amount of securities pledged to secure repurchase agreements was 5101

. million and $84 million. . N ,
f‘ ':““ ) .y 7 L e ] .t ‘. S .
4. LOANS: Y

" The composition of loans outstanding by lending classification as of December 31 is as follows (in thousands): "

Community Banks, Inc, and Subsidiaries . :
NOTES TQO CONSOLIDATED FINANCIAL STATEMENTS

3. INVESTMENT SECURITIES (Continiied):

The amortized cost and fair valie of debt securities by contractual .maturity, at December 31, 2006, follows. Expected
maturities will differ from contractual maturities because obligors may have the right to call or repay obligations with

Al \

or without call or prepayment penalties. . . " - .
; Available for Sale Held to Maturity -

Amortized Fair Amortized . Fair

L b © ot 7 Cost ‘Value ' Cost ' Value -
B i . ' (in thousands) R o

" Within 1 year . g LI30 § ' 1,126 $ - § e .
Over 1 year and through 5 years ., 89,958 ', 89,285 ' N— e E
Over 5 years through 10 years . ., 81,626 80785 s Lsit o 5120 7]

. Over 10 years L R 195228 200,309 22,559 22,903 ) S
’ ‘ ’ T 367,942 371,505 23,070- . 23415,

TN - Mortgage-backed securities - - . 204,887 201,972 0 L e e -

$ 572,829 § 573477 $§ 23070 § 23415

Gross investment security gains of $1.7 million and losses of $1.0 million were recognized in 2006. Gross gains of
$1.4 million and losses of $1.1 million were recognized in 2005. Gross gains of $4:1 million and losses of $1.6 million
were recognized in 2004. The tax provision applicable to these net realized gains amounted to $256,000 in 2006,

It

a . A .

At December 31, 2006 and 2005, investmént securities with carrying amounts of $247 million and $176 million,

b

2006 2005 L

Commercial o $ . 865,355 % 782,946
* o Real estate-construction " ., 1,290 4,532
N ' Real estate-mortgage e : L "
Residential , . 141,826 | 149,525
' Commercial 815,028 - 793,969
Consumer 541,390 506,093

$ 2370889 § 2,237,065
: oo ot : B Lot :
Changes in the allowance for loan losses for years ended December 31 are as follows (in thousands):

L L T " .. s L0 St I Ao ' .
. . : , S 2006 ... 2005 2006 . .
Ny _ Balance, January 1, | Lo, 8§ 22965, %, 14421 . 13,178 :
Provision for loan losses .. oot 2,080 2,300. o . 3,100 "
Loan charge-offs . . 2,290y ., (2323 (2,910 | s
. ‘Recoveries . ‘ 901 . - 1499 .'1,053 ’
C Allowance established for acquired | ' o A
creditrisk - e S+ 7068 -
Balance, December 31 $ 23626 § 22965 § 14,421

L7200




The following table summarizes risk elements as of December 31 (in thousands) A

L ‘.-' ' ’l‘ R [l Q'. v ‘ 1“ ". 0,-’ T
oo , 2006 2005
Loans on which accrual of interest has SR O S
been discontinued $ 12,545 §. 9,060
Foreclosed real estate ' 37 1,447
' ! TR ol LT IR . 4 [ 1 : .. o ] . L *
Total ngn-performing assets r 12,582' ‘ 10,507 " i
| : Loeans past due 90 days or more and
still accruing interest . veoo U 659 - 22 . T 3
oL T ! L A T T2V SR S I TEIE S PR
e Total-risk etements L. % 13241 S, ¢+ 10, 529 e,

o . . L A R
‘The following is a summary of information pertaining to impaired loans as o_f DECember 31 (in thousands):
. ) . { -

Sy 2006 1005 “ o
' Impaired loans without a valuation allowance $§ 6215 § 3,120
Impaired loans with a valuation allowance - 4,336 4,164
Total impaired loans ' $ 10551 § 7,284

2301 § 1,848

Valuation allowance related to impaired loans 3

Impaired loans are included in non-accrual loans. For the years ended December 31, 2006, 2005 and 2004, the average
recorded investment in impaired loans approximated $8.9 million, $6.5 million, and $4.2 miilion. lnterest recognlzed
on impaired loans for the years ending December 31, 2006 2005 and 2004 was not sngmﬁcant :

! : . ooy . . B V| . .

R O O S . N N R

Loans within the scope of SOP 03-3 were purchased. in Commumty ] acqulsltlon of PennRock. -Those loans had an
outstanding contractual balance of $9.5 million- and'a carrying amount of $6.7 million at December 31, 2006, an
outstanding contractual balance of $15.8 million and a carrying amount of $12.2 m1ll1on at December 31, 2005, and an
outstanding - contractual balance of $16.8 mllllon and a carrying amount of ' 3132 mllllon .at July 1, 2005, the
acquisifion date of PennRock. Contractually reqmred payments receivable totated "'$22°8 ‘million' and cash flows
expected to be collected totaled $20.2 million at the July 1, 2005 acquisition date., During 2006, $370,000 was
accreted into interest income and $485,000 was recognized as other income from the sale of loans. There was no

significant activity in accretable yield in 2005.- . - ‘ Y T M R L

5. PREMISES AND EQUIPMENT - .

i

Premises and eqmpment are comprlsed of the followmg as of December 31 {in. thousands)

. 'r' . . "
o 2006. 2005 o
Banking premises ‘. . - . _4§,21»3 § 41684,
Fumniture, fixtures, and equipment 19872 28,526 .
Leasehold improvements -. 2,385 L2206 .,
Consn'uctidn-ih-pmgress : . . 1,274 1,746 D .
. ot SR X I T IR
P Less accumulatnd dcprec:atlon and ' i o S o
) amortizafion (33,409) 30879, . "
$ 46335 S . 43283

73
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Community Banks, Inc. and Subsidiaries + . P TR
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

5. PREMISES AND EQUIPMENT (Continued):

Depreciation and amortization expense related to premises and equipment charged to operations totaled $4.7.million,
$3.9 million, and $3.1 million in 2006, 2005, and 2004. o

Certain branch offices, land, and equipment are leased under agreements which expire at varying dates through 2047.
Most leases contain renewal provisions at Community’s option. Total rental expense was approximately $2.7 million
in 2006, $1.9 million in 2005 and $1.2 million in 2004. Future minimum payments as of December 31, 2006 under
noncancelable operating leases are as follow§ (in thousands):

S 4 LA T i . : [

2007 . . "% 2,234
2008 ’ o 2,118
2009 T . 2,143
2010 o 2,077
2011 o . 2,018 ‘
Thercafier . : S 29,551
' $ 40,141 '

. (R ' s . .
‘ . . . [

6. GQODWI'LL'ANb OTHER INTANGIBLE ASSETS:. © | A

The following table summarizes changes in goodwill (in thousands):

r .
" .

U B ‘ - 2006 2005 2004
e Balancé at beginning of year © s 244827 % 3570 S 3231
' . Goodwill acquired 1,556 241,257 © 339
£ *  Balance at eird of year ' $' 246383 $ 244,827 § ' 3,570

- . .: ' [

The following table summarizes intangible assets at December 31 (in thousands):

2006 ' - 2005
|
|

Accumulated - ¢+ Accumulatéd IR
Gross Amortization Net _. Gross Amortization Net
: f Coath oo } R o R ] i - i
Core deposit $ 14,236 $ 4,128 $ .16,108 $14,236 $ 1,786 $12,450
Other ) o 3,478 563 2,915 2,069 265 1,804
Total $ 17,714 $ 4,691 ‘ $ 13,023 $ 16,305 C$-2,051 - §14,254

L] i ‘a '

Amortization of core deposit and other intangible assets was generally computed ‘using accelerated methods over
original amortization periods of ten to fifteen years. The remaining weighted iverage amortization period as of
December 31, 2006, was approximately 8 years. Amortization expense for core deposit and other intangibles was
$2.6 million for 2006, $1.4 million for 2005, and $161,000 for 2004. " Estimated amortization expense for the next five

years is as follows (in thousands): -

2007 % 72450
2003 2,200
2009 1,975
2010 1,725
2011 ' | 1,500
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7. DEPOSITS:

K i L P I A
Deposits consisted of the following as of December 31 (in thousands):

TR :; A, At . . . g |.‘! :J' .-“&.

2006 2005
P S h - I . - . . t :l_? Rl - o ‘l,’_‘l PRS- RIS PR

Non-interest bearing deposits $ 368329 § 375,835 ’
Savings deposits . 229,311 243,174
Money market deposits .. 250,733 . | 283418. . . .
NOW accounts S N 399 290 7 30, S0 . o o
Time deposits .1,265,510. 1,076,423 e ey

, ! K B, L r p.onH
Total D L. 8513182 52094367, . . L !

e Sty T ‘ L N il 1y
The aggregate amount of time deposits w1th minimum denommatlons 0f.$100 000 or more totaled $267 mllllon and $191
million at December 31, 2006 and 2005. . ' - - | o e

. - e e L] .
L (RPN . L . .o

At December 31, 2006 scheduled maturities of time deposits were as follows (in thousands): - -
2007 AL N - t o ‘$ 881,593' P T '
2008 ’ Yoot 210,213
2000 o : 70,691
2010 ) 85,794 ’
2011 . L e 15771 .
Thereafter 1,445

51265510

8. SHORT-TERM BORROWINGS AND LONG-TERM DEBT: Lt

Short-term borrowings consist of the following as of December 31 (in thousands):

2006 Rate 2005 Rate 2004 Rate
Securities sold under agreements to
repurchase $ 72,201 4.87% § 62,631 478% § 25472 1.81%
Treasury tax and loan note 1,256 5.04% 1,804 3.98% 1,926 1.94%
FHLB borrowings 35,470 5.41% 17,818 4.23% 19,718 2.21%
Other . —_ - - 5,000 5.54% --n -
$ 108927 $ 87233 § 47,116

Securities sold under agreements to repurchase, which are classified as secured borrowings, generally mature within
one to four days from the transaction date. Securities sold under agreements to repurchase are reflected at the amount

of cash received in connection with the transaction. Cominunity may be required to provnde additional collateral based
on the fair value of the underlying securities.

The maximum short-term FHLB borrowings outstanding at any month-end during 2006, 2005, and 2004 was $35.5
million, $17.8 million, and $48.1 million; the average amounts outstanding during the year were $4.7 million, $1.5

million and $8.2 million; and the weighted average intercst rate during the year approxxmated 4.95%, 4.23%, and
1.50%.

At December 31, 2006, additional amounts available for borrowing under non-FHLB line of credit arrangements

totaled approximately $125 million. Additional amounts available for borrowmg at the FHLB totaled $564 mllhon at
December 31, 2006.
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47t retains‘the option tofconvert-the advances trom.fixed to variable rate. -1f the X

y

Community Banks, Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL ST ATEMENTS

Fop e "o

8. SHORT-TERM BORROWINGS AND LONG-TERM DEBT (Continued):

[}

Long-térm debt consists of the following as of December 31 (in thousands):

2006 2005

Outstanding advances from the FHLB of Pittsburgh are currently fixed
rate and mature from 2007 to 2016. The advances are collateralized by
FHLB stock, certain first mortgage loans and both agency and mortgage-
backed securities. The advance rates range from 2.70% to 6.35%, with a
weighted average interest rate of 4.65%. " Advances totaling $229 million are
convertible advances. Under the terms of these arrangements, the FHLB

FHLB were to convert their options, Community has the ability to prepay the
advances at no penalty. At the current time no advances have been converted,
and remain at a fixed rgtejqf interest. , . , e , .o 5,314,795 § 430428 .

1

Other long-term debt has an interest rate of 4% and matures in 2017. 284 291

$ 315079 5 430,719

1

Maturities on long-term debt at December 31, 2006 are as foliows (in thousands):

2007 $ 68,177
2008 ‘ L 12,833
2009 50,019
2010 45,025
2011 ©.25029 . [ s o Lt
Thereafter 113,996

ST s 315,079
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9. SUBORDINATED DEBT: L Sty T

At December 31, 2006, Community had formed four wholly-owned, unconsolidated grantor-trusts*for the purpose of
issuing $52 million of trust preferred securities to third-party investors. These trust preferred securities accrue and pay
distributions at-specified interest rates as provided'in each indenture’ The net proceeds from the issuance ‘'of these trust
preferred securities were used by the trusts to facilitate the purchase of a similar amount of subordinated debentures
from Community. The subordinated debentures are the sole assets of the trusts.

Community’s obligations under-these ‘debentures and related documents constitute a full and unconditional guarantee
of the obligations of the trusts. The trust preferred securitics are mandatorily redeemable upon the maturity of the
subordinated debentures and may be subject to earlier redemptions as set forth in the indentures. Community has the
right to redeem the subordinated debentures on or after specified dates at- 100% of prmc1pal plus accrued mterest '
The grantor trusts are not consolidated for financial reporting. As a result, the subordinated debenrures issued by
Community to the grantor trusts are reflected.in the consolidated balance sheets under the caption “subordinated debt.”
Community récords interest expense on:the subordinated debentures in the consolidated statements of income.

* - . a\‘.; ' N P

The foHo‘wjng summarizes current trust'preferred securities at December 317 2006 (in 'thous‘an'ds): ) b
L] . [ t .

ot

Preferred ‘ .
. . securily . Repricing Rae@ ' e
Issuance Trust Issuance date amount Rate date repricing Call date Maturity
oo PR vy TN e e, vy a
3-month LlBOR 3-month LIBOR T TR
CMTY Capital Trust | December 2002 $15,500 +3.35% Quarterly +3.35% 1/7/2008 17772033
CMTY Statutory L. o 3-month LIBOR 3-month LIBOR
Capital Trust 11 December 2003 15,400 +2.84% Quarterly +2.84% 12/16/2008 + 12/16/2033
. - - 1 -
CMTY Statatory o . 3-month LIBOR ~ '
Capital Trust III January 2006 © * ' 10,300 6.35% 3/15/2011 +1.40%" 3/15/29(11 3/15/2036
v Lt ! H i
CMTY Statutory 3-month L_IBOR P ‘
Capital Trust IV ~ January 2006 10,300 6.44% 3/15/2016 +1.40% ¥ 15/2016 3/15/2036

AT




Community Banks, Inc. and Subsidiaries

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

10. INCOME TAXES:

The provisioh for income taxes for the years ended De‘cAe_mber‘31 consists of the following (in thousands):

‘.
L

. 2006 . 2005 . 2004

Current $ 14,152 ¢ 4,513 % 5,360
Deferred , . (251) 1,559 (431)

.$ - 13901 3! 6,072 § 4,879

A reconciliation of income tax expense and the-amounts which would have been recorded based upon statutory
rates (35%) is as follows (in thousands):

PR Y . .- ' . 2006 - 2005 2004

. Provision on pre-tax income at statutory rate - ‘$ 19,226 % - 1Li00 § 9,137
Tax-exempt interest income 4,017) (3,740) (3,409)
Eamnings on.investment in insurance; . . ‘ (865) {656) (514)
Other, net ‘ (443) (632) {535)
Total provision for income taxes $ 13,901 $ 6,072 s 4879

The components of the net deferred tax asset, mcluded in other assets as of December 31, were as follows (in

thousands):
2006 2005
Deferred tax assets: .

Allowance for loan losses $ 8268 $§ 8,038

Unfunded pension adjustment " 1,124 1,223

Deferred loan fees 585 340

Deferred compensation . 2,092 1,856

- Alternative minimum tax ' ' — 900
Unrealized loss on available for sale securities — 812

Other 492 658

Total deferred tax assets 12,561 13,827

Deferred tax liabilities

Depreciation 616 842
Unrealized gain on available for sale securities 152 -

Prepaid pension cost 850 785

Prepaid expenses 4902 529

Purchase accounting adjustments 629 802

Other 290 505

Total deferred tax liabilities 2,939 3,463

Net deferred tax asset $ 9,622 % 10,364

As of December 31, 2006 and 2005, Community had not established any valuation allowance against deferred tax
assets since these tax benefits are realizable either through carry- back availability against prior years’ taxable income
or the reversal of existing deferred tax liabilities.
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11. COMMITMENTS AND CONTINGENCIES: e e I CRR

In the normal course of business, Community is a party to financial instruments with off-balance shéet risk to meet the
financing needs of its customers and to reduce its own exposure to fluctuations in interest rates. These financial
instruments. include-commitments to originate loans and standby letters of credit, which involve; o varying degrees,
- elements of credit and- mterest rate nsk in excess.of the amount recogmzed in the Consolldated Balance Sheets. - -

PN oo et saa o | S, S

Financial instruments with of‘f-balance sheet risk at December 31 are as follows (in thousands): : T

L] ) [ N 9!

: Contract Amount
[ et RO bod t crEe 20060, o 2008 0 - T D

.-+ + " Corunitments to.fund loans b Lo s 1617070 3 99,983 s St
L - Unused lines of credit -, ., o | ni . § 450,540 - $365076 . i, oot
Standby letters ofcredtt. TR $ 84213 | ,8$.00,523 . ., .. ..
Unadvanced portions of constructton loans $ 138,525 $ 129,845

SR ' i e 2 "
Substanttally all of COmmumty s unused commttments to ongmate loans and unused llnes of credtt are at vanable

rates or will be prov1ded at the prevat]mg fixed rate when the loans are originated or the 11nes are used L

Yoo "y . P TE.

Commttments to extend credrt are agreements to lend to a customer pro\rtded therd | is no. Vtolatton of any condttton
established in the ‘contract. Commitments generally have fixed exptratton dates or other termination clauses and may
require payment of a fee Lines of credit are srmtlar to commttments as they have fixed exptratton dates and are. drtven
by certain criteria contained within the loan agreement, Lines of credit normally do not extend beyond a pertod of one
year. Community evaluates each customer’s credit worthiness on a case-by-case basis. The amount of collateral
obtained, if deemed necessary by Commumty upon extension of credit, is based on management’s ‘credit evaluation of
the borrower. Collateral held varies but may include accounts recelvable lnventory, and plant and equ1pment “and
personal guarantees U Lty e P o

t r AN a4 e

Standby letters of credit are conditional commitr;"tents issued by the subsidiary bank to guarantee the fi Inanci'al' or
performance obligation of .a customer to a third party. Community’s exposure, to credit loss inthe event.of
nonperfon‘nance by the other party, to. the ﬁnancnal instrument for. standby letters of credit is represented by the
contractual amount of those mstmrnents The substdtary bank uses the same- "¢redit pohcres in making conditional
obhganons as it does for on -balance sheet mstruments The majonty of these standby letters of credtt expire within the
next twelve months. The credit risk involved in issting letters of credit is essentially. the same as,that involved i in
extending other loan commitments. The subsidiary bank requires collateral and personal guarantees supporting these
letters, of credit as,deemed necessary. Management belteves that the proceeds obtained through a liquidation of such
collateral and the enforcement of personal guarantees would be sufﬁcrent to cover the maximum ‘potential amount of
future payments required under the corresponding guarantees The amount of the habthty as of December 31, 2006 and
2005 for guarantees unde_r standby letter_s‘of credit 1ssued is not’ matenal.
M P I 2

Since a portton of the u)mm]tments are expected to, expire wrthout being drawn upon, the total commitment amount
does not necessartly represent future c:ash requirements. - S :

T L . . R ' et R

i('

v J L. . n

4

From tirtie to time, Community and its subsidiaries may be defendants in legal proceedings relating to the conduct of
their business. Most of such legal proceedlngs are a normal part of doing business, and in management s opinion, the
financial position and results of operattons of Commumty would not'be affected materlally by the outcome of such
legal proceedings.

-~
T LAk
o+
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12, REGULATORY MATTERS:. . .. .- . % ¢ C e
The dw1dends that may be paid by CommumtyBanks the sub51d1ary bank to Commumty are subject to ccrtam legal
and regulatory limitations. Under such limitations, the total amount available for- payment of dividends by -
CommunityBanks was approximately $185 million at December 31, 2006. Dividends by CommunityBanks to
Community would also be prohibited if payment would reduce CommunityBanks’ capital below applicable minimum
capital requirements presented below.
L vt Tt

Under current Federal Reserve regulations, CommumtyBanks is limited in the amount it may loan to affiliates,
including Community. Loans to.a single affiliaté may not exceed 10%, and the aggregate of loans to all affiliates may
not exceed 20% of bank capital and surplus. At-December 31, 2006, the maximum amount available for transfer from
CommunityBanks to Commumty in the form of loans was approxlmate!y $253 m1111on . " 3
CommunityBanks and. Commumty are subject to various regulatory. capital rcqmrements admlnlstered by banking
régulators. Fallure to ' meet minimum capital requirements can iifiaté certain imandatory — and posmbly additional
discretionary — actions by regulators that, if undertaken, could hdve a direct material effect on Community’s financial
statements.  Under capltal adequacy guldelmes and the regulatory framework for prompt corrective action,
CommunityBanks inust meet’ specnﬁc capnal gu1delmes that ‘involve quantitative measures'of the bank’s assets,
liabilities, and certain off-balarice sheet items as calculated under regulatory accounting practlces CommumtyBanks
capltal amounts and ¢lassification 'are also subject to qualltatlve Judgments by thc regulators about components risk
welghtmgs and other factors - -

" e L Voo e T
Quantitative meaSures established by regulations to ensure capltal adequacy requlre CommumtyBanks and Commumty
to maintain mirimum amounts and ratios of total and Tier 1 capltal to' risk-weighted assets, and of Tier 1 capital to
average assets (as defined in the regulations). Management believes, as of December 31, 2006, that CommunityBanks
and Communlty meet the capltal adequacy requlrements to whlch they are subject

P L 4 wivn

- b

.As of December 31, 2006 thé most recent notification from the Federal Deposnt Tnsurance Corporanon categorized

CommunityBanks as “well capitalized” under the regulatory framework for prompt correctwe action. In order to be

“well capltahzed” the bank must mamtam minimum total nsk-based Tier 1 tisk‘based, and ‘Tier 1 leverage ratios as

set forth in the following table. There arc no condmons or events since December 3i, 2006 that managemcnt beheves
have changed the’ bank’s cla551f' ¢ation.” ot ERR

' B

‘x

The following tables present the total risk- based, Tier 1 risk-based and Tier 1 leverage requn’ements for Communlty

and CommumtyBanks as of December 31, 2006 and 2005 (do!!ars m thous.mds) '

L . L

oy R .o Ced

L

T " " As of December 3, 2006’

Actual Repgulatory Minimum “Well Capitalized”

T < Amount Ratio ' ' Amount' Ratlo Amount Ratio™ -
Leverage ratio - ‘o ’ o

Community Banks, Inc. $ 279,023 8.7% § 127,740 4% % 159,674 5%

Bank only $ 265,765 84% § 127,212 4% % 159,015 5%
Tler 1 capxtal ratlo n}:' ‘ T o . . Lo . "
' Commumty Banks Inc., ., . $279023 10.7% $° 104235 4% '$ 156,353 '6%.

" Bank only N © 8265765 10.2% § 104,118 4% S 156,177 6%
Total risk—based capital ratio -

Community Banks, Inc. $ 302,649 11.6% § 208470 8% $ 260,588 10%

Bank only . $ 289,391 11.1% § 208,237 8% $ 260,296 10%
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As of December 3132005, ~ .~ 1. -

Actual Regulatory Minimum “Well Cagltallzed”
Amount Ratio Amount Ratio Amount Ratio
. . Leverage ratio : . T T -
. Community Banks, Inc. $245692 , 82% 5 -122,23) , 4% ea $ 152 789 . 5% )
' " Bank only L 87242,69 L, 80% S 121,777 4% ' _' s 152221 ‘ 5%

Tier 1 capital ratio L . - . .
Community Banks, Inc. $ 249,692:4" 10.1% £ § " 992077 4%" ' § 148,811 """ "6%"

Bank only. L. o5 242069 . 98% % .. 99498 4% $ 149, 247 . 6%
. '.!_f_: ‘-'"_' ] - N ! L A e o _1
Total risk-based capital ratio .
Community Banks, Inc. $ 272,657 110% $§ 198,414 8% 15248018 0%
Bankonly -+ .78 265,661 10.7% % -,198,996 ar of%n $'-248,746 L 10%

St A ECR

CommunityBanks is required to maintain reserves, in the form of cash and balances with the Fedcral Rcserve Bank,
against its deposit liabilities. The amounts of such reserves totaled $16 9 million at December 31, 2006 and $16.4
million at December 31, 2005.- - : _ o Pl
' ! o e N [ TR

In 2006, the FDIC announced a substannal increase in deposit insurance assessment rates to, be effective January 1,
2007. At the same time, the FDIC also anhnounced a One-Time Assessment Credit. for:-those institutions that were in
existence at December 31,'1996, and had paid a deposit insurance assessment prior to that date:"Based upon the most
current information available from the FDIC, it is expected that the annual assessment increase for the Bank will be in
excess of $1 million per year at announced rates. For 2007, virtually all of the increase should’be offset by the one-
time credit. For years beyond 2007, anticipated rate changes are expected-to increase the.annual assessment expense,
subject to any changes in prospective assessments that may be announced by the FDIC at some future date.

. i X . . 1

. B J ' P

L}
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13. PENSION PLAN:

Community maintains a defined benefit pension plan for employees.of a predecessor. bank which covers less than 20%
of the current aggregate employce base. Effective at the end of the third quarter of 2003, the Board of Directors of

Community approved a curtallment of this pension plan. - R PR NI TR UVLN TR N
. . . ' . [ ' T R
The determination of pensmn expensc for each of the last three years is as follows: ' ’
(doltars in thousands) e 2006 . 2005 - {2004, ..
Components of net periodic benefit cost
. Interest cost on projected benefit obligation | a0 $ 409 5414 $_l Al e
Expected return on plan assets (469) (448) . (249) Sy upey s
Net amortization and deferral B
Net loss e e : 273 284 252
- Gain (loss) deferred- -~ _ R — 16 (161)
Pension cost ; 3 213 . %~ 2660 8., 258 .-

' Y
41 LI w0

Increase (decrease) in minimum liability included in other
comprehensive income $  (282) $ (8 3§ 377
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13. PENSION PLAN (Continued):

v .

+

! 1

13

At December 31, 2006, a net loss totaling $2.1 million, net of taxes, is recorded in accumulated other éomprehensive
income and is the only item not yet recognized as a component of net periodic pension cost. Approximately $250,000
of that balance is expected to be recognizéd as a component of net periodic pension expense in 2007.

!

The following table sets forth the pehsion plan’s funded status: :

f . N - )

(dollars in thousands) ' 2006 2005
* .Change in benefit obligation: .
;  Benefit obligation at:beginning of year ‘ 5 7,654 $ 7,400
] Interest cost : 409 414
. ., Benefits paid | . S . C (3% (379
' . o Change in assumptions e (234) 242
" Experience (gain) loss, : 121 (23)
Benefit obligation at end of year : 7,551 7,654
- Change in plah assets: Cor ! S
7 Fair value of plan‘assets at beginning of year .- 6,401, - 5,794 "
. Actual return on plan assets " -, . - o .. 364, . - 448
: Employer contributions - , ,: . _ - 400 .. 538
Benefits paid . , . ‘ . (399 (379)

.5 . Fairvalue of plan assets at end of year - . - 6,766 . 6,401 .
Fundéd status, end of year ‘ . (785) (1.253)
Unrecognized net cost 3.213 3,494
Recognition of additional minimum liability {3.213) (3,494)

Accrued pension liability $ (7185) § {1,253) . o
* **" Amouints recognized in the consolidated balance sheet consist of:
» 'Prepaid bénefit cost T $ 2,428 % 2,241
Accumulated other comprehensive income adjustment - (3,213) C (3,494
Net accrued pension liability o _ 5 (785) 3 {1,253)
Accumulated benefit obligation : $ 7,551 $ 7,654 .

Assumptions used in the determination of the funded status of the plan at December 31, 2006 and 2005 and pension .
expense for each of the last thrée years were as follows:

'
L.

: _ 2006 2005 2004
Discount rate ' 5.75 % . 5.50% 5.75%
Expected long-term return on plan assets 71.5% 7.5% 8.5%
Annual salary increase : n/a n/a n/a
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Estimated future benefit payments are as follows (in thousands): °

2007 % 406
2008 408
2009 .« ) R : © 432 .
2010 ) S 443 . R
2011 . ..., 445
. Years 2012 - 2016 . 2528

Community maintains a pension investment policy which addresses the assumptions required for the various aspects of
plan management and plan accounting. .. Plan assumptions are determined by management pursuant to the guidance
provided by the investment policy and through consultanon with plan actuanes

Targeted allocations of plan assets have been developed asa component of the mvestment pollcy and are responswe to
the investment goals, risk management practices and the relatlonshlp between plan assets and benefit obligations. The
current investment style favors an emphasis on growth given that the plan has been curtailed and a substantial portion
of the benefited employees are not receiving pension benefits at the current time. Pursuant to that policy, the following
targeted allocations and actual asset allocations at the end of each of the last two years are prov1ded

Target
Asset At December 31,
Allocation Range 2006 2005
Equity - 60% 50-70% 67% 61%
Fixed income : 35% 25-45% 28% . 31%
Cash and/or equivalents 5% 2-10%-. . 5% 8%
-, 100%. ; . Y

The expected long-term rate of return on plan assets is based upon historical retums of specified benchmark
investment categories that are weighted by targeted allocations of plan assets. The following presentation provides an
indication of targeted asset allocation, which is specified within the investment policy, and a comparison to historical
annualized returns that provide support for the assumed expected long term rate of retum on plan assets.

Targeted 10 yrs (12/31/06) 15 yrs (12/31/06)
Asset Annualized Annualized
Allocation Benchmarks Returns Returns
* - Equities 60% - S&P 500 c o 8.42% 10.64%
Fixed income 35% Lehman Bros Aggregate ot 6.24% 6.50% .
Cash equivalents 5% - 3 mo T-Bill oL 3T6% S 3.99%, .
Total pension - - - 100% - . 7.42% 8.86% .

The plan currently maintains no investment in the common stock of Community. Contributions to the plan during 2007
are currently estimated to be $400,000. The Corporation anticipates no adverse funding issues associated with .the
plan. The 2003 curtailment of the plan is expected to limit future increases in pension expense as ehglble employees
are no longer accruing benefits associated with future servtce - AT

,
LY n
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14. STOCK-BASED PLANS: J ' o

Under long-term incentive plans (the “Plans”) approved by Community’s stockholders from time to time, Community
may grant to employees, executive officers and directors stock awards in the form of Incentive Stock Options,
Nonqualified Stock Options or Stock Aﬁprepiation Rights. The stock options can be granted at prices not Jess than the
fair market value in the case of Incentive Stock Options and not less than 80% of the fair market value in the case of

Nonqualified Stock Options. .
. N i LI try . f - thy . vt 1

. ., '

Prior to January t, 2006, Cofinunity ‘elected 'to follow” Acéounting Pfincipals Board {(“APB”) Opinion No. 25
“Accounting for Stock Issued to Employées,” and’ refated interpretations ‘in accounting' for its stock-based
compensation and to provide the disclosures required under SFAS No. 123, “Accounting for Stock Based
Comperisation. ™ Accordingly, no compensatiori expense was recognized for'stock option‘grants issued prior to January
1, 2006, under the Pl?ns. - < 'i‘-"'""'r' SR T O ’ ‘

to PP S AR LTt . : . .
The following pio _f(')‘rrha information- for the'* years ended December 31, 2005 and 2004, shows net income and
earnings per basic and diluted:share’ if comperisation expense for Community’s employee stock options had been
determined on a fair value method of accounting (in thousands, except per share data).

KN

Y v

e : o ‘ . . December 31, December 31,
AT LT =t - 2005 2004
Net income, as reported- T ‘ $ 25,641 o % 21,798
Deduct; Total stock-based compensation ' SR : -
expense determined under fair value based
method for all awards, net of related tax effect (1,488) (1,418)
. Pro forma net income. , | .. R 24,153 . $ .. 20,380
N . . ) . ! g v ' o v
Eamnings,per share: . .. L e o ,
Baéiﬁ—as reported, | e e .3 138 $ 176
" Basic — pro forma ) ’ “ S8 T 130 $ 1.59"
. t . Diluted - as reported . ! $ 1135 3 1.65
- Diluted — pro forma. S > 1.27 3 1.54

. } om [ LI LI . . .

Effective January 1, 2006, Community adopted SFAS No. 123(R), “Share-Based Payments,” using.the modified
prospective method. Under the modified prospective method, compensation expense recognized beginning January 1,
2006, includes' all share-based payments granted prior to, but not yet vested as of December 31, 2005, and all share-
based payments granted subsequent to December 31, 2005. For share-based payments granted prior to December 31,
2005, expense recognition was based upon the grant-date fair value estimated in accordance with ‘the original
provisions of SFAS No. 123. For share-based payments granted after December 31, 2005, expense recognition was
based on the grant-date fair value estimated in accordance with the provisiotis of SFAS No. 123(R). Prior periods
were not restated to reflect the ifpact of adopting the new standard:™ ™ ' T " a7 — g

v . . > o . 1. e -|' Ly, .
As a tesult of adopting SFAS No. 123(R) on January 1, 2006, Community’s income before taxes and net income were,
respectively, $655,000 and $606,000 lower for the year ended December 31, 2006, than if Community had continued
to use APB Opinion No. 25 to account for stock-based compensation. Basic and diluted earnings per share were

decreased by $.02 for the year ended December 31, 2006.

Community receives a tax deduction for certain stock option exercises during the period the options are exercised,
generally for the excess of the related stock price over the exercise price of the options. Prior to adopting SFAS No.
123(R), all tax benefits resulting from the exercise of stock options were reported as operating cash flows on the
consolidated statement of cash flows. In accordance with SFAS No. 123(R), reporting of tax benefits from the
exercise of stock options has been revised to report them as financing cash flows on the consolidated statement of cash
flows. For the year ended December 31, 2006, $498,000 was reported as financing cash flows rather than operating
cash flows. )
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14. STOCK-BASED PLANS (Continued): '. o

At December 31; 2006, outstanding options, substantially all of which are expected to vest, have a weighted average
remaining contractual life of 5.5 years and an aggregate intrinsic value of $7.1- miltion. Vested and currently
exercisable options have a weighted average remaining contractual life of 5.3 years and an aggregate intrinsic value of
$6.8 million. Total intrinsic value of options exercised was $1:6 million for the year ended December 31, 2006.

Weighted-average grant-date fair value of unvested options _during'thc year ended December 31, 2006, were as
follows: ‘ o o
' Weighted-average

Shares Under grant-date - -
Option fair value
Unvested options, December 31, 2005 ~ 8l - $. 559
Granted 255 337
Vested . - _ (55) . 337
Canceled , . . . {1) . 6.54
Unvested options, December 31, 2006 ' 280 $ - 3.54

+

Community has a dividend réinvesiment plan for sharcholders under which additional shareg of Community common
stock may be purchased at a 5% discount off market prices with reinvested dividends and voluntary cash payments.
Approximately 1.4 million shares of common stock have been reserved for this plan and approximately 1.1 million
shares remain unissued. Purchases of Community common stock pursuant to this plan totaled 3,000 shares in 2006,
155,000 shares in 2005, and 45,000 shares in 2004.

Community has an Employee Stock Purchase Plan under which shares of ‘Community common stock may be
purchased at a 10% discount off market prices with ' voluntary cash payments, Approximately 116,000 shares of
common’ stock-have been reserved for this plan and approximately 63,000 shares remain unissued. Purchases of
Community common stock pursuant to this plan totaled 14,000 shares in 2006, 11,000 shares in 2005, and 9,000 shares
in 2004.

15. RELATED PARTY TRANSACTIONS:

Certain directors and their business affiliates (defined as the beneficial ownership of at least a 10 percent interest),
executive officers and their families are indebted to CommunityBanks for loans made in the ordinary course of
business. In the opinion of management, such loans are consistent with sound banking practices and are within
applicable regulatory lending limitations. The aggregate dollar amount of these loans was $21.9 million and $23.7
million at December 31, 2006 and 2005. During 2006, $1.9 million of new advances were made and repayments
totaled $3.7 million.

Certain directors are owners or emplbyees of entities that provide services to Community in the ordinary course of
business. Fees for those services totaled $507,000 in 2006, $431,000 in 2005, and $334,000 in 2004.

Community has employment agreements with its executive officers that, among other provisions, provide for certain
payments to the executives if they terminate their employment for certain reasons, primarily a change in the nature of
their duties, a reduction in compensation, or a change in control of Community. ' .
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16. FAIR VALUES OF FINANCIAL INSTRUMENTS: - .,;‘. C RN O O

e e =

. ¢ o

The followmg methodologles and assumptlons were used by Comrnumty to estlmate its falr value dxsclosures

PRV . .
LA . i T T ’

Cash and due ﬁ'om banks, interest-bearing deposits, and federal funds sold: The fair values for cash and due from
banks, interest-bearing deposits, and federal funds sold is deemed to be the same as those assets’ carrying amounts.

- . - . ) N ) : " N f‘ -' ) » :
Investment securities: Fair values for investment securities are based on quoted market prices, where available. If
quoted market prices are not available, fair values are based on quoted market prices of comparable instruments. The
carrying value of Federal Home Loan Bank stock approximates fair value based on the redemption pr0v1510n of the

Federal Home Loan Bank. ; T, .

Accrued interest receivable and Davab!e The fair values of accrued interest receivable and payab]e approximate their
carrying amounts. v . !

Loans: For variable-rate loans that reprice frequently with no significant change in credit risk, falr value equals -
carrying amount. The fair values of all ‘other loans held in. portfolio and loans held for sale are estimated by
discounting the future cash flows using comparable current rates at which similar loans would be made to borrowers
with similar credit risk. R . S . fa o

Deposits: The fair values of demand and savings deposits equal their carrying values. The carrying amounts for
variable rate money market .accounts approximate their fair values at the reporting date. Fair values for fixed-rate
certificates of deposit are esnmated by discounting expected future cash flows using rates currently offered for similar
deposits. L L. . T

]
[N

Short-term borrowings: T he fair values of‘ short-term borrowmgs approxlmate their carrymg amounts et
PRy I IS o e ' i N
Long-term_debt and subordmaled debentures: The fair values of Commumty s long-term. ﬁxed rate borrowmgs are
estimated using discounted cash flows analyses, based on rates available to Community for similar types of
borrowings. The carrying amounts for. variable rate subordinated debentures approximate their fair' values at the
reporting date. '

. R 1 ﬁ,f
Off-balance shee! instruments: Fair va!ues for off-balance sheet, credit-related ﬁnanc1al instruments are based on fees

currently charged to enter into similar agreements, taking into account the remaining terms of the, agreements and the
counterparties’ credit standing.. .. Ly

r . ayt PR ol B

The following table summarizes the carrylng amounts and fair values of ﬁnancnal*mstmments at December 31, 2006

and 2005: - : 3 g
C 2006 R 2005
Estimated - Estimated
Carrying Fair ' - Carrying ~ - Fair
Amount Value < Amount : .. ' Value?:.’

' - (in thousands) j i
Financial assets: to : : . . W1

Cash and due from banks, interest- A N
bearing deposits, and federal funds sold  § 77,169 & - 77,169 § 81,243 "3 : 81,243
Investment securities L 659,136 : - 659481 ' 628,585 v 628118
' Net loans : 2,347,263 2,336,467 ©2,214,1000 ° <2,207:179
Accrued interest réceivable 14,537 14,537 13,316 13,316

Lo 1 . . . [ R

Financial liabilities: ) . : ' L Ce
Deposits : . $ 2,513,182 $ 2451,375 - § 2294367 $.2292,606
Short-term borrowmgs S - 108,927 - 108,927 . . | 87,25% ' 87,253
Long-term debt : A - 315,079 316,150 .- .0 - 430,719 . -435065
Subordinated debt " 51,548 49,745 , 30,928 30,928

Accrued interest payable ' 7,034 T 034 0 6301 - 6301 |

Off-balance sheetinstruments _ - - - Lo
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17. CONDENSED ‘FINANCIRL‘INFORMATION OF COMMUNITY BANKS, INC. (PARENT ONLY)

. N 1
0% aad et el bl e N u;',;.@_' : ;'. e s !

[(nthousands) ., . ,i, v o ST T T 2008

- Condensed Balance Sheets

" ' .. ]
e - i -

el ok - W © 8§ 1916 $° 1,579 - ‘
) it Vlipterest bearing dcposnts in other banks - © : b ko784 T 53
© T4 v+ Investient securitics! available forsale. " . - " w2704 Y 2,338 :
Investment in banking subsidiary 522,770 499,508 . - - v
Investment in nonbank subsidiaries 6,807 6,440
‘... ¢ Otherassets vt i ) - 3046 3,382~
. Total assets . $ 538,127 % 513,300
;. 1. . .Short-term borrowings - L o .. 5 - -5 5,000
e e Long termdebt s . . © 51,548 30928 7
ot s Otherhab:lmes ot bab T Moot 418 699 '
N Iy AL ~Stockholders equity 'V AN ST e AR6,161 0 476,673 -
Total liabilities and stockholders” equity : $ 538,127 $ 513,300
W Y LUE M, bd L, R L ryt tart o TR e, ‘ - ] -
_ - - o ‘ 2006 2005 2004
““¥" Condeénsed Statements uflncome ; R
o D1v1dends from: - - R et b ' PR A i ..'. [ O, o st '
Banking subs:diary : $ 24000 § 19000 % --
" Nonbank subsidiaries - 2,263 -—
Other income (expense)* s +* Arax TR S CO3,059 - (2:693) - (1,215)
‘Income(loss) before equity in undlstnbuted earnings of subs:dlarles 20,941 18,570 (1,215)
4+« Equity in undistributed earnings.of: -+ . . . i AR PRI A
) . Bankingsubsidiary : ., fael o . oue T el l9,361 .8, 915 o 21,861 .
- . » +Nonbank subsidiaries B T e -T2 L (L84 1,152,
. 20,090 7,071 23,013
Net income ' 5 41,031 $ 25641 . § 21,798
L ‘Condensed Statéments 'of Cash Flows: ot ' AR
. » Operiting! activities: ns g 2o oot co
Net income $ 41,03t 3- 25641 $ 21,798
Adjustments to reconcile net cash prov1ded by operatmg activities:
™20 L oo Undistributed eamings ofin s .. R T I S S S Cotr
Banking subsidiary (19,361) (8,915) (21,861) -
Nonbank subsidiaries - ' T (729) 1,844 (1,152)
: '+ "Othet, net oLt : 832 709 391
., 1 Net cash provided (used) by operating activities - 21,773 19,279 (824
Investmg activities: TR el (LTS ' )
Purchases of investment securities, ~ ’ (2,785) (1,073) (2,706)
Proceeds from maturities and sales of investment secuntles 1,931 — . 18,661
Payments for investments in and advances to subsidiaries 913  (3,966). . -
Investment in unconsolidated trust subsidiarics N S (.71 ) Dy L L
.t .7~ Netcash prowded (used),by investing activities. (2,387 (5,039) 15,955
Fmancing activities: . , ML R o
- Net change in short-term borrowings! ; RS (5,000) 5,000 - . (2,000)
Proceeds from issuance of subordinated debt 20,620 -— ---
Proceeds from issuance of commeon stock . 1,929 8012, . 2,308
- Payments to acquire treasury stock .. : Lt (17,922) . (16,489) {4,151)
.Cash dividends and cash paid in lieu of fractional shares o (18,676) (13,440y = (8,273)
a7 - Net cash used by ﬁnancmg activities ST : (19,049 (16917 :  (12,116)
" Net change in cash and cash equivalents 337 (267D . . 3,015
Cash and cash equivalents at beginning of period 1,579 . . 4,256 Lo 1,241
Cash and cash equivalents at end of period ' ' ' $ 1916 § 1579 § 4256
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18. QUARTERLY RESULTS OF OPERATIONS (UNAUDITED): ‘ .

¥

The following is a summary of the quarterly results of operations for the years ended‘Deccmber 31, 2006 and 2005: )

LI

Three Months Ended

2006 . 2005

Dec.31  Sept.30 June30 Mar.31  Dec.31  Sept.30¢1) June30 Mar. 31

(dollars in thousands, except per share data)

Interest income $ 51,364 $ 50443 $48938 . $ 46,889 $45242.- § 43478 $27,390 S 26,183
Interest expense . e 7282731 ~23,5058,°7 21,931 ., + 20,025 18,5934, 17081 - 12481 11,493
Net interest income . . 26,091 26,938 27,007 26,864 26,649 26,397 14,909 14,690
Provision for loan losses -~ 650 250 650 500 600 400 750 550
Net interest income after YR L e T
provisien for loan losses 25,441 26,688 26,357 26,364 26,045 25,997 . 14 159 . 14,140,
Investment security gains, net 4157 28 6 283 12 29 . 167 51
Mortgage banking activities =~ - 591 533 580 468 631 660 548 515
Other income, - - .o 8194 8279 7,957 7633 . 7,120 . T07%. 4883 4,644
Other expénses '~ 22 482 21 172 " 20, 698 20 533 20, 180 i 20 836 . " 13,189 12,659
Merger, conversion and o ; St ) e ' "
restiucturing expenses- " ¢ T ke el ———":"“* Ll ---‘.“ | 248 7957 - .
Income (loss) before income’' % 17" . T l: T
taxes ' 12,159 14,356 14,202 14,215 ' 13,6327 . 12,779 ¢ (1,389) - 6,691
Income taxes , , , oy 2,759 . - 3,798 3698, ., 3646 2671 . 2447 {250} 1,204
Net income (loss), ", * .. 5 9400 $10,558 510,504 $10,569 $10.961 § 10332 S (LI39) § 5487
y s v e g . g e e
Basic carhitigs (loSs) pér share 5", 0.40°'§$" 045 s, PV 0.44"3 045" 807 042 ''8 (009 5 043
Diluted'earnings (loss) per © ‘ e oo
share ' 2 7§ 040 'S 045 S 044§ 7044 § 045-3 0 042 % (0.09) $" 042
Cash dividends declared - *§* 0,20° $"~'0.20"'$ " 020 § " 0.19 § 0.9 $ 018 $ 018 $' 016
m Results begmmng with the quarter ended September 30 2005 mclude PennRock acqulred July l 2005 - '
o onlo, [ L] .t i, e
T .f R -r-n".v""-'.-w' Yo TS T S L TSR R
[T T et o L LY A ..‘i':'-‘.'n ‘ TR Tt Tt W

19. MERGER, CONVERSION AND RESTRUCTUR!NG EXPENSES 3

Tl e
v P b . HoL .)'
o "

anarlly dunng the second quarter of 2005 Commumty recognlzed e'xpenses for tﬁe ;;repayment of FHLB advances
in con]unctlon .with: a balance shéet restructuring; the _merger ' with PennRock -Financial Services Corp.; and the
conversion of’its core operating'system. The expenses totaled $8.2 million and appear on a‘é¢parately captloned llne in

non- mterest expenses on the Consohdated Statements of Income and inchide the followmg e St

(@ A prepayment penalty of $6 mllhon was mcurred as a result of retiring, $60 mllhon of FHLB advances ‘
that had a weighted average cost in excess: of. Commumty s, mcremental wholesale horrowmg rate and'.
conversion features that could result in maturities beyond the stated marurlty at terms not necessanly
favorable to Community.
(b) Merger-related expenses totaling $1.3. million were incurred for the following: severance and retention
payments, to Community employees being displaced'in, the merger, $570,000; contract cancellatlons and -
closing of duplicate fac111tles $555,000; othet, $210, 000. *

(c) Conversion expenses incurred totaled approximately $800,000 and related to training, asset dispositions,
and other costs incurred in connection with the conversion and updating of Community’s core operating
system.
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Item 9. Changes in and Disagreements With Accountants on Accounting_and Financial Disclosure: None.

~i
1

- .

Item 9A. Controls and Procedures:

Under the supervision and with the participation of Community’s management, including its Chief Executive Officer
and Chief Financial Officer, Community has evaluated the effectiveness of its disciosure controls and procedures as of
December 31, 2006, Based upon this evaluation, the Chief Executive’ Officer and Chief Financial Officer have
concluded that Community’s disclosure controls and procedures are adequate and effective 'to ensure that material
information relating to Community and its consolidated subsidiaries is. made known to them by others within those
entities, particularly during the perfod in which this report was prepared. .« ;

During 2006, management reported two unrelated deficiencies in ‘internal Ico‘ntrols. im"ol_\?irig"loan disbursement
processes and procedures. Giveri the potential for material misstaternents that could arise from the potential ineffective
functioning of loan d1sbursement controls, management expanded its review and testmg of infernal controls throughout
2006. Pursuant to its review of these separate eveits in periods subsequent to' their detection, management identified
no material losses related to cither of these identified deficiencies in internal control. Additionally, these deficiencies
were not deemed to meet the crlterta necessary for classification as a “material weakness” as of December 31 2006.

L

The first deficiency involved the disbursement of loan proceeds 1n d manner that did not comply with loan approval
policy. This event was initially reported in Community’s Form 10-Q for the quarter ended March 31, 2006. As a
consequence, management: initiated an extensive investigation ofcontrols over loan disbirséments and the ‘loan
authorization functions to ensure that all proceeds were distributed in a manner consistent with the terms and
conditions of the loan approval process. Management instituted a plan of remediation that invélved the establishment
of various controls designed to detect or prevent any material misstatement of financial information. This plan was
reviewed and approved by Community’s Disclosure Committee and was reviewed and approved by executive
management and the Audit Committee of the Board of Directors. In addition, managemént conducted subsequent
testing of the effectiveness of these controls in the second half of: 2006 and identified no materlal weaknesses in
internal control over loan disbursements and related loan approvals. < e

In connection with the filing of Community’s Form 10-Q for the quarter ended September 30, 2006, management
identified an additional, but unrelated, occurrence involving a deficiency in internal controls over the disbursement of
loan proceeds in connection with a construction loan advance. This isolated occurrence resulted in the distribution of
loan proceeds in a manner that was inconsistent with current loan policy involving construction loan disbursements.
This deficiency was identified after the end of the third quarter but prior to the filing of Form 10-Q for the quarter
ended September 30, 2006. During the fourth quarter, management conducted a more thorough review of the internal
controls over loan disbursements. for construction loan advances. Based upon this review, management determined
that adequate compensating controls were in place to ensure that there was a remote likelihood that any material
misstatement of the financial statements would not have been prevented or detected. Consequently, the identified
deficiency did not meet the criteria necessary for classification as a material weakness. This deficiency, however, was
reported to the Disclosure Committee, executive management, and the Audit. Committee of the Board.of Directors.-

There have been no changes in Community’s internal control over financial reporting {as such term is defined i in Rules
13a-15(f) and 15d-1(f) under the Exchange Act) during the most recent fiscal quarter that have materially affected or
are reasonably likely to materially affect, Community’s internal control over financial reportmg . ' .

Because of inherent limitations, our disclosure controls and procedures may not prevent or detect misstatements. A
control system, no matter how well conceived and operated, can provide only reasonable, not absoluté, assurance that
the objectives of the control system are met. Because of the inherent limitations in all control systems, no evaluatlon of
controls can provide absolute assurance that all control issues and instances of fraud, if any, have been detected...

Management’s report on internal controls can be found on the following page of this report, ,

[N . . F]

Item 9B. Other Information: None
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PR . Management’s Report on Internal Controls ' ' “ o

' v : o ] 1, ! S 0 T s L . - . . -

The’ management of ‘Community Banks, Inc..is-responsible for designing, implementing, . documenting, and

maintaining an adequate system of internal ‘control over financial reporting. An adequate system of internal control

over financial reporting encompasses the processes and procedures that have been established by management to:
 maintain records that accurately reflect the company’s transactions,

. brqu_r? ﬁnan'_c"iai'statemgnt and footnote d
eéxternal users; | L7 _ N . ‘
e prevent and detect unauthorized écqusi_t‘ibn,'uée, or disposition of the company’s assets Ehat could have a

matetial ¢ffFét on the financial statements. ! oo ’

T ] [ . s . _,l. 4 " \
isclosures in accordance with GAAP that can be relied upon by

i P ' . r.
. . . . [ f ' . . '

Management is also responsible to perform an annual evaluation of the system of internal control over financial
reporting, including: an assessment of the effectiveness of that system. Management’s assessment-is based upon the
control framework established by the Committee of Sponsoring Organizations of the Treadway Commission (COSO).
The COSO framework identifies five defining characteristics of a system of internal control as follows: an appropriate
control environment; an adequate risk assessment process; sufficient control activities; satisfactory communication of
pertinent information; and proper monitoring controls. - o . i

o b

s . . e .
VLot » .

Management performed an ass¢ssment of the effectiveness of its internal control over financial reporting in accordance
with the COSO framework. As part.of this progess, consideration was given to the potential existence of deficiencies in
either the design or operating - effectiveness of' controls. Based on this assessment, management believes . that
Community maintained effective internal controls over financial reporting, -including disclosure . controls and
procedures, as of December 31, 2006. Furthermore, during the conduct of its assessment, management identified no
material weakness in its financial reporting contro! system.- S " ‘

“o

i

* [

The Board of Directors of Community, through its' Audit Committee, provides oversight to management’s conduct of
the financial reporting process. The Audit Committee, which is composed entirely of independent directors, s also
responsible toirecommend the appointment of independent public accountants. The ‘Audit Committee also meets with
management, the internal audit staff, and the independent public accountants throughout the yéar to provide assurance
as to the adequacy of the financial reporting: process and té monitor the ‘overall scopeof the work performed by the
internal-audit staff and the independent public accountants.- - - - o P M A o e
: b . 4 PR | ; - L et )

The -consolidated financial statements 'of Community have been audited by Beard Miller Company LLP, an
independent ‘registered public accounting firm, who-was engaged to express -am’opinton as' to'the fairness' of
presentation of such financial statements. In connection therewith, Beard Miller Company LLP is required to issue an
att‘e_st‘a'tioh report on rria'nag_e'ment’s assessment of internal control over financial repo'rti_r}'g and, in addition, is required
t6' formits own Opinion as to the effectiveness of those controls.’ Their opinion on the fairsiess of the financial
statement presentation, and their attestation and opifiion on intefnal controls’over finaricial reporting are included
herein. .. .

o i . et N ' '

"

AN -

‘Executive Vice President and
Chief Executive Officer . Chief Financial Officer

Chairman of the Board, President and

Comrﬁunity Banks, Inc. « 777 East Park Drive, 2" Floor * Harrisburg, PA 17111 + Phone 717-920-5800
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Report of Independent Registgred!Pu'hlic Accounting Firm .

. -
- ! ’

To the Board of Directors and Stockholders ’ )
Community Banks, Inc.
Harrisburg, Pennsylvania

We have audited management’s assessment, included in the accompanying Management's Report on Internal Control,
that: Community Banks, Inc. maintained effective internal control over financial reporting as of December 31, 2006, based on
criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO). Community Banks Inc.’s management is responsible for maintaining effective internat control
over financial rcporting and for its assessment of the effectiveness of internal control over financial reporting. Our responsibility is
to express an oplmon on management’s assessment and an opinion on the effectweness of the Company’s mternal control over
financial reporting based on our audit. - -

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material respects. Our audit included obtaining an understanding of internal
control over financial reporting, evaluating management’s assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we considered necessary in the circumstances. We
believe that our audit provides a reasonable basis for our opinion. . .t -

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding the
rehablllty of financial reporting and the preparatlon of financial statements for external purposes in accordance with generaily
accepted accounting principles. A company’s internal control over financial reporting includes those policies and procedures that
{1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of
the assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generatly accepted accounting pnnmples and that receipts and expenditures of the
company are being made only in accordance with authorizations of management and directors of the company; and (3) provide
reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or dlSpDSltlon of the company 5
assets that could have a rnatenal effect on the financial statements. gy ; e .

Because of its inherent limitations, internal control over ﬁnanc1al rcportmg may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, management’s assessment that Community Banks Inc. maintained effective intemal control over financial
reporting as of December 31, 2006, is fairly stated, in all material respects, based on criteria established in /nternal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commmsmn (COS0). Also in our
opinion, Community Banks, Inc. maintained, in all material respects, effective internal control over financial reporting as of
December 31, 2006, based on criteria established in Internal Control—integrated Framework issued by the Committee of
Sponsoring Organizaﬁons of the Treadway Commission (COSQO).

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated balance sheets and the related consolidated statements of income, changes in stockholders’ equity, and
cash flows of Community Banks Inc., and our report dated March 5, 2007 expressed an unqualified opinion.

Beard Miller Company LLP

Harrisburg, Pennsylvania
March 5, 2007
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' . PART III

Item 10. Directors, Executive Officers and Corporate Governance:

Incorporated by reference to the Corporation’s definitive Proxy Statement for its 2007 Annual Meeting of
Shareholders, which will be filed on or before April 30, 2007.

Copies of Community’s Code of Ethics for the Chiéf Executiv.e' Officer and ‘Fitiancial Professionals are available on
Community’s website, www.communitybanks.com, or by writing to Donald F. Holt, EVP/CFO, Community Banks,
Inc., 777 East Park Drive, Harrisburg, PA 17111.

Item 11. Executive Compensatmn

.
. ot ) e

Incorporated - by reference to the Corporatlon 5 deﬁmtlvc Proxy Statement for 1ts 2007 Annual - Mectmg of
Shareholders whlch will be filed on or before Apl‘]l 30 2007 : F

VI . b o . : 4
- .

ot - oy i ’ . .o A

Item 12. Security Ownership of Certain Bén’eﬁ'ci'al Owners and Management and Related Stockholder Matters:

Incorporated by reference to the Corporation’s -definitive ‘Proxy Statement for 1ts 2007 Annual Mectmg of
Shareholders Wthh wrll be filed on or hefore Aprll 30 2007 B R

S
W

‘ ¥ 7 " . v

Item 13. Certain Relationships and Relafed Tro'nisactions, and Director Irldepcrrdcnce o

Incorporated by reference to the Corporatlons definitive ' Pfoxy Statemcnt for"its 2007 Annual Meetmg of
Shareholders, whrch will be‘filed on or before Apnl 30’ 2007. :

' [ . LY. ' ' v L . ' ’ . s T

Item 14. Priricipal Accounting Fees and‘Sei'vic‘cs: oL
lnfonnatlon concernmg the fees br!led by our mdependcnt audrtor and thc nature of services compnsmg the fees for
each of the two most recent fiscal years in each of the following categories: (i) audit fees, (ii) audit ~ related fees, (iii)
tax fees and (1v) all other fees, is set forth under the caption “Relationship with Independent Certified Public
Accountants” in the Corporanon s deﬁmtwc Proxy Statement for its 2007 Annual Mectmg of Shareholders and is
incorporated herein by reference. ~ , . . . . L

Information conccmmg our Audit Committee’s policies and procedures pertaining to pre- approval of audit and non-
audit services rendered by our independent auditor is set forth in the Audit Committee segment of the Corporation’s
definitive Proxy Statcment for its 2007 Annual Mcctmg of Shareholders and is incorporated herein by reference.

1 * 1

94




)

. R PARTIV A LR S o

. M [ [—
I T R B . 3 [ 3

i Item 15, nEqubrts, Financial Statements Schedules ] ) .';. R ke T T L I VR SIS B S L

I.

()
(i)
(1ii)”
()
)

(vi) -

2.

30

21

: P Lot I .
- BN | ‘5 ' ') -t L,

{(a) The .following documents are ﬁled as part of thrs report. ’ '. ' ]

Financial Statements The followmg consolidated fi nancral statements of Communrty Banks lnc and Subsrdta.nes

are rncorporated herein by reference in response to ltem 8 above . , ' .
. Ly ' ’ ! FIFRLRNTE . TR LA R LI

o BRI AN S

Consolidated Balance Sheets at December 31, 2006 and 2005 ' .
Consolrdated Statements of Income for the Years Ended December 31, 2006 2005 and 2004 17

Consolidated Staterrents of Changes in Stockholders’ Equity for the Years Ended December 2006, 2005 and 2004.
Consolidated Statemenis of Cash Flows for the Years Ended Décember 31, 2006, 2005 and 2004
Notes to Consolidated Financial Statements I f
Report of Beard Mrller Company LLP, Independent Reglstered Pubhc Accountmg Firm* ~ e

] u\,f. [ IR ¥ L

Qe

Financial Statements Schedules — All financial statement schedules for whrch provrsmn is'madé in the applreable
accounting regulatrons of the Securities and Exchange Commrssron are not requtred under the related instriictions or

are inapplicable and have therefore been omitted. - - )'P - : SRR
i'l"i'..‘ P I Do L, 2
] . : . [ e ’ L sewLT T
Exhrbrts J - : L St P e e AL Ee L

A ‘s [ 1oty el {a.'u ofl o v‘ﬂ”'_l' oot

Amended and Restated Agreement by and between Community Banks, inc, and BUCS Finfincial Corp, dated as of

v February 1, 2007, not including schedules. Communtty will furnish' the omrtted schedules to the Cornmrssron upon

22

2.3

3()
3(ii)
4

QUAL

10.2

10.3
- ‘Community’s Annual Report on Form lO K for the year ended December 31, 2002 ﬁled with the Commrssron on

10.4

10.5

10.6

10.7

request. ( lncorporated by reference to Appendtx A td'the prospectus/proxy statement formmg a part of Community's
registration statement humber 333-139152 on Form S—4/A filed with the Cotnimission on February- l“2007) .
Agreement and'Plan of Meérger by and between Cornmumty Banks, Ing. and CommumtyBanks and East Prospect

* State Bank dated as of September 12, 2006 and amended and restated as of December 29, 2006 ot mcludmg
schedules: Community will furnish the omitted schedulés to the Commission upon requeést.” (Incorporated by
reference to Annex Ato the proxy statement/prospectus forming a part of Community’'s regrstratron statement
number 333- 139301 on Form S-4/A filed with the Commrssron on January 26,2007 ' T

Merger Agreement by and between PennRock FinAncial Servrces Corp. dnd Commumty Banks, Inc., dated )

" November 16, 2004, niot including schedules. Communrty will fumish the omitted schedules to the' Secunnes and

* Exchangg' Commrssron upon request.’ (Incorporated by reference to Exhibit 10.1 to Communtty ] Current Report on
Form 8-K, filed with the Commission on November 22, 2004)

Aménded and Restated Articles of lncorporanon (lncorporated by reference to Appendrx Ato Communrty s 2006
Proxy Statement filed with the Commission’on Match 31, 2006).).

Amended Bylaws (Incorporated by reference to Exhibit 3(ii), attached to Communrty 5 Current Report on Forrn 8-K,
filed with the Commission on December 14; 2006) - LT

Instruments defining the rights of the holders of trust capital securities'and sold by' Communrty in DécEmber 2002,
December 2003 and January 2006 are not attached, as the amount of such securities is'less than’ 10% of the
consolidatéd assets of Commumty and its subsidiaries, and the securitiés have’ not been regrstered Commumty
agrees to provide copies of such instruments to the Commrssron upon request. ' ,

2000 Directors’ Stock Option Plan (lncorporated by reference’ to Exhlbtt 4 to'Commumty ] regrstratron statetent no.
333:37232 on Form S-8, filed on May 17, 2000) * "' °
1998 Long-Term Incentive Plan (Incorporated by reference to Exhrbrt 4 to Commumty s regrstratron statement no.
333-57121 on Form S-8 filed on June 18, 1998) *' '

Form of Stock Option Agreement Directors' Stock Option Plan (lncorporated by reference to Exhibit 10.3 to

March 28,2003)* - ¢ !

Form of Stock Option Agreement ~ Long-Term Incennve Plan (Incorporated by reference to Exhlblt 10 4 to
Community’s Annual Report on Form 10 K for the year ended December 3 v 2002 ﬁled wrth the Commrssron on
March 23, 2003) *

Form of First Amendnient to 'Stock Optlon Agreement entered into with Messrs. Dunklebarger Holi, Lawley, Leo
and Seibert (Incorporated by reference to Exhibit 10, I to Commumty s Current Report on Form 8 K, ﬁled with the
Commission on Janvary 31,2007)% - -©i " ¢ e AR
Employment Agreement for Eddie L, Dunklebarger (lncorporated by reference to Exhrbrt 10.1 to Community’s
‘Quarterly Report on Farm 10-Q-for the quarter ended'Séptember 30,'2004; filed with thé Commission on November
9,2004) * i

Employment Agreement for Donald F. Holt (Incorporated by referencé to Exhibit 10.2 to’Community’s Quarterly
Report on Form 10-Q for the quarter ended September 30, 2004, filed with the Commission on November 9, 2004) *
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10.8  Employment Agreement for Robert W. Lawley (Incorporated by reference to Exhibit 10.3 to Community’s Quarterly
Report on Form 10-Q for the quarter ended September 30, 2004, filed with the Commission on November 9, 2004) *

10.9  Employment Agreement for Anthony N. Leo (Incorporated by reference to Exhibit 10.4 to Community’s Quarterly .
Report on Form 10-Q for the quarter ended September 30, 2004, filed with the Commission on November 9, 2004) *

10.10 Employment Agreement for Jeffrey M. Seibert (Incorporated by reference to Exhibit 10.5 to Community’s Quarterly
e Reéport on Form 10-Q for the quarter ended September 30, 2004, filed with the Commission on November 9, 2004) *

10.11 Amended and Restated Salary Continuation Agreement of Eddie L. Dunklebarger (Incorporated by reference to
* Exhibit 10.1 to Community’s Quarterly Report on Form 10-Q for the quarter ended March 31, 2004, filed with the
Commission on May 10, 2004) * -
10.12  Salary Continuation Agreement of Donald F. Holt (Incorporated by reference to Exhibit 10.2 to Community’s
’ Quarterly Report on Form 10-Q for the quarter ended March 31, 2004, filed with the Commnssnon on
May 10, 2004) *

10.13  Amended and Restated Salary Continuation Agreement of Robert W. Lawley (Incorporated by reference to Exhibit

10.3 to Community’s Quarterly Report on Form 10-Q for the quarter ended March 31, 2004, filed with the
) _Commission on May 10, 2004) *

10 14 Amended and Restated Salary Conttnuatton Agreement of Anthony N. Leo (Incorporated by reference to Exhibit
10.4 10 Commumty s Quarterly Report on Form 10-Q for the quarter ended March 31, 2004, filed with the
Commission on May 10, 2004) *

10.15 Amended and Restated Salary Continuation Agreement of Jeffrey M. Seibert (Incorporated by reference to Exhibit
10.5 to Community’s Quarterly Report on Form 10-Q for the quarter ended March 31, 2004, filed with the
COmmlSSlUI’l on May 10, 2004) *

10 16 Rtghts Agreement between Commumty Banks, Inc. and CommunityBanks, dated February 28, 2002 (Incorporated

L - by reference to Exhibit 1 to Community’s registration on Form 8-A, filed on February 27, 2002)

10. 17 Communtty Banks, Inc. 401(k) Pian (Incorporated by reference to Exhibit 10.15 to Community’s Annual Report on
- Form 10-K for the year ended December 31, 2002, filed with the Commission on March 28, 2003) *

1018 Survwor Income Agreement, w1th Split Dollar Addendum thereto, of Eddje L. Dunklebarger (Incorporated by
referenee to Exhibit to 3.2, attached to Commumty s Quarterly Report on Form 10-Q for the quarter ended
September 30, 2003) *

10.19  Survivor income Agreement with Split Dollar Addendum thereto, of Donald F. Holt (Incorporated by reference to
_Exhibit to 10.6, attached to Community’s Quarterly Report on Form 10-Q for the quarter ended March 31, 2004) *

10.20 “Survivor Income Agreement, with Split Dollar Addendum thereto, of Robert W. Lawley (Incorporated by reference
“to Exhibit to 3.2, attached to Community’s Quarterly Report on Form 10-Q for the quarter ended September 30,
2003) *

, 10.21. . Survivor Income Agreement, with Split Dollar Addendum thereto, of Anthony N. Leo (Incorporated by reference to
Exhibit to 3.2, attached to Community’s Quanerly Repert on Form 10-Q) for the quarter ended -
September 30, 2003) *
10 22 Survivor Income Agreement, with Split Dollar Addendum thereto of Jeffrey M. Seibert (Incorporated by reference
+ to Exhibit to 3.2, attached to Community’s Quarterly Report on Form 10-Q for the quarter ended
. September 30, 2003).*
10, 23 Employment and Consultmg Agreement ‘with Melvin Pankuch (Incorporated by reference to Exhtbtt 10.7to
Community’s registration statement on Form S-4, filed on April 1, 2005) *
.. .10.24  Community Banks, Inc. Substitute PennRock Financial Services Corp. Stock Incentive Plan of 2002 (lncorporated
by reference to Exhibit 4 to Community’s regtstratton ‘statement no. 333-126508 on Form $- 8, filed-on
July 11, 2005) *
10.25 Communtty Banks, Inc. Substttute PennRock Financial Services Corp. Omnibus Stock Plan (Incorporated by
reference to Exhibit 4 to Community’s registration statement no. 333-126507 on Form S-8, filed on July 11, 2005) *
21 Subsidiaries of the Registrant (See Part [, Item 1 - “Business Overview” and “Non-banktng Subsidiaries™)
" 231 Consentof Independent Registered Public Accounting Firm — Beard Miller Company LLP
24 . _ Powers of Attorney (included onsignature page} . .
1 39 _ Rule 13a-14(a)/15d-14(a) Certification (Chief Executive Ofﬁcer)
31.2  Rule 13a-14(a)/15d-14(a) Certification (Chief Financial Officer)
32 J_-_ Section I350.Certtﬁcattons (Chtef Executive Officer and Chtef Financial Officer)

' L

[ [

tdenttﬁes a management contract or compensatory plan or amngemem .

»

{b) Exhibits — The exhibits requtred-to be filed as part ‘of_thts_report are submitted as a separate sectjon of this report.

(¢) Financial Statements Schedules — None required.

L M- .
P . ' . . , ) . ,
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Reglstrant has duly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized. | .~ :

Community Banks, In¢, - ) : Lt

By:_/S/ (Eddie L. Dunklebarger)
(Eddie L. Dunklebarger) - .. . '
Chalrman of the Board, President, Chief Executive Officer and Director A

v 0

Date: Marchl6,2007 ' : o L

b o

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the registrant and in the capacities and on the dates indicated.

KNOW ALL MEN BY THESE PRESENTS, that each person whose signature appears below constitutes and
appoints Eddie L. Dunklebarger, Donald F. Hoit, Timothy A. Hoy, and each of them, his or her true and lawful
attorney-in-fact, as agent with full power of substitution and resubstitution for him or her and in his.or her name, place
and stead, in any and all capacity, to sign any or all amendments to this report and to file the same, with all exhibits
thereto, and other documents in connection therewith, with the Securities and Exchange Commission, granting unto
such attorney-in-fact and agent full power and authority to do and perform each and every act and thing requisite and
necessary to be done in and about the premises, as fully and to all intents and purposes as they might or could do in
person, hereby ratifying and confirming all that said attorneys-in-fact and agents, or their substitute or substitutes, may
lawfully do or cause to be done by virtue hercof. : .

' /8! (Eddie L. Dunklebarger)  President, Chairman, Chicf 3/16/07
{Eddie L. Dunklebarget)  Executive Officer (Principal
Executive Officer) and Director

/8! (Donald F. Holt) Executive Vice President and 3/16/07
(Donald F. Holt) Chief Financial Officer L
(Principal Financial Officer and
Principal Accounting Officer)

/S/ _(Ronald E. Boyer} Director ' 3/16/07

(Ronald E. Boyer)

/8! (Sandra J, Bricker) Director ' 3/16/07
(Sandra J. Bricker) ‘

/8! (Peter DeSoto) Director - . 3/16/07
(Peter DeSoto) ' :

/8/  (Aaron 8. Kurtz) Director R 3/16/07

' (Aaron S, Kurtz)

S/ (Scott J. Newkam) Director ‘ 3/16/07
(Scott J. Newkam) . ) S ' T

/8! “(Melvin Pankuch) Birector 3/16/07
(Melvin Pankuch) ’

/S/ __(Robert W. Rissinger) Director g . . 3/16/07
(Robert W. Rissinger) A

/8! (Christine Sears) Director ' ‘ 3/16/07
(Christine Sears) . . . :

/S (Allen Shaffer) Director . 3/16/07

(Allen Shaffer)
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. (James A.UISh) -

8/

+3 " “Director . o
(James A. Ulsh) - -~ -7 TR

(Dale M. Weaver) Director U R

S/

{Dale M. Weaver)

(Glenn H. Weaver) Director -
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- . . [
1S/ (Robert K. Weaver) Director
(Robert K. Weaver)
R N L A " e
PR T T B . : . G e
AR IR | o I TR R , . .
it J: [ T VU | SR RO TR et v . s
AR e . [ \ s
' e gl ger om0y " . " i ;
R
IILEY B ) T ot ] i ' TV ! .
A A ek Yo I T ol P
IR PR T ry P R ]
+ WAl ' I ¥ \ . ) ¢ -+ ' . ' .
.
Tl L o1 o
oo
A
e [ R
S PR
o l." N
i [ ‘ '
ARl
LY .
' -
L} .
' '
- N
- .-
]
r -

98

- 3N6I0T

3/16/07

3/16/07

'

3/16/07

'




... (This page intentionally blank)

99




CommunityBanks

.




CommunltyBanks

Community Banks, Inc. ‘ - -
777 East Park Drive | :
Harrisburg, Pennsylvania 17111 i

Notice of Annual Meeting of Shareholders

»

Date: May 8, 2007 -
-Time: 10:00 a.m. local time
Place: Four Points Shératon
800 East Park Drive
Harrisburg, Pennsylvania |

1

To the shareholders of Community Banks, Inc.: o . :.. ;

We are pleased to notify you of and invite you to the annual meeting of the shareholders of Community
Banks, Inc. At the meetmg, you w:ll be asked to vote on the following matters:

1: A proposal to elect four Class D directors to serve until the 2011 annual mectmg, and
!

2. Any other matters that may properly be brought before the meetmg

Shareholders of record at the close of business on March 15, 2007 may vote at the annual meeting.

Your vote is important. Whether or not you plan to attend the annual meeting, please complete, sign, date
and return your proxy card in the enclosed envelope promptly, or authorize the individual named on your proxy
- card to vote your shares by calling the toll-free telephone number or by usmg the Intemet as descnbed in the
mstrucnons included with your proxy card or voting mstructlon card,

.

By Order of the Board of Directors

Patricia E. Hoch '
. Corporate Secretary

April 16, 2007
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; COMMUNITY BANKS, INC.

1

PROXY STATEMENT
APRIL 186, 2000'

P
R

' GENERAL INFORMATION

, Thls proxy statement has information about the annual meeting of shareholders of Commumty Banks, Inc.,
whlch is referred to'in this proxy statement‘as the “Company” or “Commumt’y The management of the
Company and CommumtyBanks the Company s bank subsidiary (referred to in this proxy statement as the

- “Bank”), prepan.d tl'us proxy staternent for the board of directors. We ﬁrst malled this proxy statement and the

' enclosed proxy C ard to shareholders on Apnl 16, 2007

+
'

The Company will pay the costs of preparing, printing and mailing the proxy statement and all rélated *
“materials. In addition to sending you these matenials, some of the Company’s employees may contact you by
telephone, by mail or in person.

* The Company’s corporate offices are located at 777 East Park Drive, Hamsburg, Pennsy!vama and our

lelephone number is (717) 920-5800 Our malhng address is 777 East Park Dnve Harnsburg, Pennsylvama
a7, e

Whocanvote"' v '

{
VOTING ;
' 4 -t
4 ' .
; You can vote your shares of common stock if our records show that you ¢ owned the shares at the close of
busmess on March 15, 2007 (the “Record Date”). A total of 23, 541, 529 shares of common stock were .
outstandmg on the Record Date and can vote at the annual meeting. You get one vote for each share of common
'stock that you own. The enclosed proxy card shows the number of shares you can vote. We will hold the annual
meeting if the holders of a majority of the shares of the common stock enntled to vote either sign and return their
proxy cards or attend the meetlng in person. .

i [

: The Trust Department of the Bank, as sole trustee, holds 87, 297 shares of the Company common stock. The
Trust Department may vote these shares at the annual meetmg

As of the Record Date, management of the Company beneﬁmally owned atotal of 1, 837 453 shares of the
Company s common stock. '

: e o
F

What vote is required?

A plurality of the votes cast at a meeting at Wthh a quorum is presen( is reqmred for the election of
directors. Since four directors are being elected, the four nominees receiving the most votes will be elected. A
majority of the votes cast at a meeting at which a quorum is present is required for any other matter that may
come before the meeting, except in"cases where the vote of a greater number of shares is required by law-or
under the Company’s Articles of Incorporatlon or By]aws o o i

i
P
i

What if other matters come up at the annual meeting?

The election of directors as described in this proxy statement is the only l!natter we know will be voted on at
the meeting. If other matters are properly presented at the annual meeting, the proxy holder named in the
enolosed proxy card will exercise his judgment to vote your shares as he deems in the best interests of the
Company and its shareholders. :
| !
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How are votes counted?

Our transfer agent counts all votes cast by proxy before the annual meeting. Our judge of election will
manually count all votes which are cast in person or by proxy at the annual meeting. The judge of election totals
all of the votes cast by proxy and in person at the annual meeting and reports to the Company the total vote for
each matier considered at the meeting. : '

Voting is an important right of shareholders. If you respond to our request to vote (by returning your proxy
card, telephoning or using the Internet) and abstain or withhold authority to voie with respect to any director
nominee, your proxy will be counted for purposes of determining whether there is a quorum at the meeting but
will have no effect on the election of that nominee. If you respond but do not indicate how you want to vote with
respect to each director nominee, your proxy will be voted in favor of each nominee. If you abstain from vqting
on any other matter that may properly be brought before the meeting, your abstention will have no effect on the
outcome of that matter. ‘ _ . L .

What are broker non-votes? o ,

Broker non-votes occur when a broker or bank which holds your shares for you does not vote because, you
have not given it instructions on how to vote and it does not have the authority to vote on your behalf without
your instructions. Broker non-votes will have no effect on the election of directors or on any other matter that ‘
may be brought before the meeting.

How do I vote?

Refer to the voting instructions on the proxy card. You may vote either by completing and returning the
enclosed proxy card, by telephone, by Internet or by appearing in person at the annual meeting. We encourage
you to return the proxy card or to vote by telephone or the Internet to ensure that your vote is counted. However,
you may attend the meeting and vote in person whether or not you have previouély returned a proxy card or
voted by telephone or the Internet. Your. voté in person will automatically revoke a‘previously returnéd proxy -
card: B ' ) o ' ¥ . i o ) v . -

' M . 1 -l’ L t

'

May I change my vote after I return my proxy card or vote by telepﬁone or the Int‘;rnet?i
Yes. At any time before the vote on a proposal at the meeting, S(ou can ché,nge your vote eith‘é:r by: .
+  giving the Company’s secretary a written noﬁcé revoking )}our pr()).(y car‘d; o ‘
*  signing, daﬁng and returning to us a new proxy card; or ° :

»  placing a second telephone or Internet vote.

We will honor the proxy card or the telephone or Internet vote with the latest date.
May I vote in person at the annual meeting? _ B

Yes. We encourage you to complete and return the proxy card to ensure that your vote is counted. However,
you may attend the meeting and vote in person whether or not you have previously returned a proxy card. Your .

vote in person will automatically revoke a previously returned proxy card.

1




' MANAGEMENT AND CORPORATE GOVERNANCE |
' ' Proposal 1: Election Of Four Class D Directors Of The Company

With respect to electing directors, Community’s Bylaws provide as follows:

+  the board of directors will consist of not less than five nor more than 25 directors;
-+ there will be four classes of directors, as nearly equal in number aé posstble;

» each class will be elected for a term of four years; and

* ...each class.will be elected in a separate election, so that the term of office of one class of directors will
expire in each year. ‘

At the annual meeting, the Community board of directors will nominate Scott J. Newkam, Robert W.

" Rissinger, Christine Sears and Dale M. Weaver as Class D directors to serve until 2011. Although Community

. does not know of any reason why any nominee might not be able to serve, the board will propose a substitute

nominee if any named nominee is not available for service on the board. The proxy holder named on the proxy
card intends to vote for the election of Scott J. Newkam, Robert W. Rissinger, Christine Sears and Dale M.

~ Weaver. Unless you indicate otherwise, your proxy will be voted in favor of the election of all nominees. All are

currently directors of Community. None is a director of any other company with a class of securities registered

pursuant to Section 12 of the Securities Exchange Actof 1934. |

Scott J. Newkam. Mr. Newkam, age 56, has beén a director since 2003. Since September 1999,

Mr. Newkam had been the president and chief executive officer of Hershey Entertainment & Resorts Company, a
company which owns and operates resort and entertainment facilities in Hershey, Pennsylvania. From 1997 to
September 1999, Mr. Newkam was executive vice prestdent and chief operating officer of the company. -

Mr. Newkam is a certified public accountant and has supervised and been 'actively involved in the preparation of
financial statements. Mr, Newkam retired from Hershey Entemunment & Resorts Company on December 31,
2006.

Robert W. Rissinger. Mr. Rissinger, age 80, has been a director of Community and its predecessor since
1961. Since 1977, Mr. Rissinger has been the secretary/treasurer of Alvord-Polk, Inc., based in Millersburg,
Pennsylvania, a company which manufactures cutting tools. Since 1978, he has also been a principal in and
owner of Engle-Rissinger Auto Group, Inc., a retail vehicle sales business also based in Millersburg,
Pennsylvania.

< : v :

Christine Sears. Mrs. Sears, age 51, has been a director since 2005. Mrs. Sears, a certified public
accounptant, is the senior vice president and chief financial officer of Penn National Insurance, a position she has
held since 1999, ‘\

Dale M. Weaver Mr. Weaver age 68, has been a director since 2005, Mr. Weaver is a partner of D & L
Partners (real estate investment company); formerly, he was president of New Holland Custom Woodwork Ltd.
(church fumltu:e and millwork). ) , _ i

+

! .
The board of directors unanimously recommends that shareholders vote “FOR” the election of Scott J.
Newkam, Robert W. Rissinger, Christine Sears and Dale M. Weaver as Class D directors of Community.

Dlrectors Contmulng In Office

Class A Directors to Connnue in Office until 2008. | !

Ronald E. Boyer. Mr. Boyer, age 69, -has been a director of Community and its predecessor since 1981
Mr. Boyer is the president, chief executive officer and chairman of the board of directors of Alvord-Poik, Inc.,
based in Millersburg, Pennsylvania, a company which manufaclures industrial cuttmg tools, industrial wire
brushes and fixture components. - r i




Peter DeSoto. Mr. DeSoto, age 67, has been a director of Community and its predecessor since 1981. Since
1997, Mr. DeSoto has been the chief executive officer of J. T. Walker Industries, Inc., parent company of M.L
Windows and Doors, Inc., based in Gratz, Pennsylvania, a company which manufactures vinyl, aluminum and
cellular composite windows and doors.

James A. Ulsh. Mr. Ulsh, age 60, has been a director of Community and its predecessor since 1977. Since
1973, Mr. Ulsh has been employed as an attorney with the Harrisburg, Pennsylvania, law firm of Mette, Evans &
Woodside.

* Robert K. Weaver. Mr.'Weaver, age 58, has been a director since 2005. Mr. Weaver is project manager with
Keystone Custom Homes; formerly he was the area director of Eastern Pennsylvania Joni'and Friends (charitable
organization) and a partner of Wentz, Weaver & King LLP (law firm).

S s ;

Class B Directors to continue in office until 2009. = -

Sandra J. Bricker. Mrs. Bricker, age 59, has been a director since 2005. She is president of The Bricker”
Group (consultant to and owner/operator of retiremem communities), '

Eddie L. Dunklebarger. Mr. Dunklebarger, age 53, has been a director since 1998. In 2002, | e
Mr. Dunklebarger became chairman of the Community ‘board. He has served as president and chief executive
officer of Community since 1998 and also served as president and chief executive officer- of Community’s
subsidiary bank since 1999. .

Melvin Pankuch. Mr. Pankuch, age 67, has been a director smce 200s. Pnor to the July 2005 merger of
PennRock Financial Services, Corp. (“PennRock™) into Community, Mr. Pankuch had served as executive vice -
president and chief executive officer of PennRock and president and chief executive officer of Blue Ball Nanona]
Bank, the banking subsidiary of PennRock, since 2000.

o

1

Class C D:rectors to continue in office until 2010 . ' Co e v

+

Aaran S. Kurtz. Mr. Kurtz age 68, has been a director since 2003, He is premdent of Ludwig Office
Furniture, Inc., a position he has held since 1986. : . : . PR U

Allen Shaffer. Mr. Shaffer, age 81, has been a director of Community and its predecessor since 1960
Mr. Shaffer is a partner in Shaffer & Engle Law Offices and has practlced law in Mlllersburg and Harnsburg,
Pennsylvania, since 1952. -
i

Glenn H. Weaver. Mr. Weaver, age 72, has been a director since 2005, Prior to the merger of PennRock
into Commumly, Mr. Weaver consulted as president of PennRock, a position he had held since 1989.
Mr. Weaver is chairman and director of Jaimes Spring and Wire Company (manufacturer of spring and wire
forms); he is also a partner of Old Sycamore Associates and Sycamore South Associates (real estate investinent -
companies). ;

A

Independence Of Directors
The board of directors of Community has determined that all du'ectors with the exception of

Mr. Dunklebarger, Mrs, Bricker and Mr. Pankuch are independent as defined in the NASDAQ Marketplace

Rules. Earl L. Mummert and John W. Taylor,.J£., who served on the board of directors during 2006, were also

independent. With respect to the independence of James A. Ulsh, the board considered the employment of

M. Ulsh and the receipt of professional fees by Mette, Evans & Woodside, a professional corporation engaged in

the practice of law. The board determined that the amount of the professional fees is below the threshold set forth

4
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in the Marketplace Rules for determining that a director is not independent. In addition, the board specifically

' determined that this relationship would not interfere with Mr. Ulsh’s exercise of independent judgment in

" carrying out his responsibilities as a director of Community. Community’s independent directors intend to meet

, in executive session at least two times annually. Meetings have been scheduled for May 8, 2007 and -~ Ca

" December 11, 2007.

oo . .,

o

Related Persons Transactions And Policies
. Transactions

\ Community’s primary subsidiary is the Bank, and the most significant source of revenue generation by the
. Bank is its lending business. As part of its normal and customary lending business, the Bank had in 2006, and
© expects to have in the future, banking transactions in the ordinary course of business with directors and officers
+ of Community and their associates on substantially the same terms, including interest rates and collateral on
, loans, as those prevaﬂmg at the time for comparable transactions with other j persons
P e T T N
 Potces R
Community has a written code of ethics which applies to the chief executive officer, chief financial officer,
! principal accounting officer and other designated senior officers, The code 1 is designed to deter wrongdoing and
_ promote goals such as the adherence to the highest standards of professronal and personal integrity, compliance
wrth all applicable laws, rules and regulations and avoidance of even the appeara.nce of conflicts of interest. The
" code spec1ﬁcallv reqmres the covered 1nd1v1duals to provide full, fair, accurate timely and understandable
dlsclosure to reports and documents that Commumty files wnh or subrmts 1o, the Secuntles and Exchange ‘
Comrmssron and other regulatory agencies. ‘

P TP . . g

! Community also has a written code of conduct and conflict of 1nterest pohcy which applies to each dlrector,
* officer and employee of Commuhity and all its subsidiaries and affiliates. The code requires the mamtenance of
, the highest standards of ethical and moral conduct and the avoidance of actual or apparent conflicts of interest,
The code addresses a variety of circumstances where a conflict of interest may arise including safeguardmg
company assets and applrcatton of accounting policies; comphance with govemment and regulatory affairs and
"insider trading regulatrons sharmg of conﬁdentral information; outside employment, dlrectorshlps and business
mterests, and the extenston of credit to relauves and business associates. In each mstance the covered persons
are requtred to comply w1th all apphcable laws rules, regulations and Company policy which may exceed legal
reqmrements For examp]e any coveréd person desmng to serve as a director or officer of any organization

! (other than for a nonproﬁt religious or civic orgamzatton) must receive the approva.l of executtve management
All loans to any corporatton, partnershrp, estate or other entity in which a covered person hasif. dtrect or indirect
interest must be an “arm’s length” transactlon Only the board of dlrectors ,may approye any parttcu]ar action
arising under the code or waive any of the requirements of the code by any diréctor or executive officer. Such
lapproval or waiver may be granted only upon apphcanon of the covered person; the apphcanon must d1sclose all
relevant facts and circumstances ‘and the reasons for the request. ;

At least annually, each director and executive officer must sign an ackno!wledgement of the code of conduct

and conflict of interest pohcy Also annually, each director and executive ofﬁcer must complete a questlonnalre

which contains quesuons uséd to identify transactions in which conﬂlcts of interest may exrst or whlch may

require dtsclosure in documents ﬁled wrth the Secuntres and Exchange Cormrlrssron

il -
' . . R A N v N Yoo ; . P ' g ¢
s . Attendance At Annual Meetmg 1 : R S .
' + R ‘;— . ‘ E N . r t
The board of directors has a pohcy that all of 1ts d1rectors must be ‘present at Commumty s annual. meetmg,
absent extenuating circumstances. Except for Robert K. Weaver, all Commumty directors were in attendance at

- the annual meeting of shareholders held May 9, 2006. ~ . ». o
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Meetings And Committees Of The Board -

The board of directors met eight times during 2006. All directors attended no fewer than 75% of the total
number of meetings of the board and committees on which he or she served. :

4

In addition to committees related specifically to Community’s banking business, the board of directors has
the following committees: (i) audit; (ii) nominating and corporate governance; and (iii) compensation. These
committees are described below. ’

Audit Committee _ ) ,

The members of the audit committee are Scott J. Newkam (chairman), Ronald E. Boyer, Aaron Kurtz and
Christine Sears. The committee met five times in 2006. Each member of the committee is independent, as
defined by the NASDAQ Marketplace Rules and applicable rules of the Securities and Exchange Commission.
The board has determined that Mr. Newkam and Mrs, Sears are audit committee financial experts; as defined by
the Securities and Exchange Commission. A copy of the committee’s charter can be found under the investor
relations section on Community’s website at www.communitybanks.com.

Report Of The Aundit Committee

The general functions performed by the audit committee include supervising and recommending to the
board changes in audit procedures, recommending the hiring of outside auditors, reviewing the complete audit of
the books and financial statements of Community and its subsidiaries, reviewing and making recommendations
to the board regarding the reports of the internal auditor and the independent registered public accounting firm,
reviewing examination reports by state and federal banking regulators, and monitoring of risks, including
reviewing the adequacy of internal controls and assessing the extent to which audit recommendations have been
implemented. L

With rcsbect to fiscal year 2006, the audit committee has reviewed and discussed the audited financial
statements of Community with management. Additionally, the audit committee has: (i) discussed with the
independent registered public accounting firm the matters that are required to be discussed by Statement on
Auditing Standards No. 61, as may be modified or supplemented,; (ii) received the written disclosures and the
letter from the independent registered public accounting firm required by Independence Standards Board
Standard No. 1, Independence Discussions with Audit Committees, as may be modified or supplemented; and
(iii) discussed with the independent registered public accounting firm its independence. Based on these
discussions, the audit committee has recommended to the board of directors of Community that the audited
financial statements be included in Community’s Annual Report on Form 10-K. ‘

By:  Scott J. Newkam (chair), Ronald E. Boyer, Aaron Kurtz and Christine Sears.

+

Nominating and Corporate Governance Committee

The board has established a nominating and corporate governance committee, whose members are James A.
Ulsh (chair), Scott J. Newkam, Robert W. Rissinger and Dale M. Weaver. Each member of the committee is
independent, as defined by the NASDAQ Marketplace Rules. The functions of the committee are to provide
assistance to the board of directors in fulfilling its responsibility to the sharcholders, potential shareholders and
the investment community by identifying individuals qualified to become directors and recommending to the
board of directors candidates for all directorships, whether such directorships will be filled by the board of
directors or by the shareholders; developing and recommending to the board a set of corporate governance
principles applicable to Community and otherwise taking a leadership role in shaping the corporate governance
of Community. A copy of the charter that the committee has adopted can be found under the investor relations
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section on Community’s website at www.communitybanks.com. Before recommending candidates for election to
the board, the committee will consider the candidate’s character, ]udgment, business experience, expertise and
acumen, as well as any other cntena conta.lned in Commumty s Bylaws for membershrp on the board. The .

commrttee met three txmes in 2006 ' o . |

T b

‘
R .

|
Process for Identifying and Evaluating Nominees for Director
y
The committee will utilize current board merbers, managemert and other appropriate sources to identify
potential nominges. The committee will conduct any appropriate and necessary inquiries into the backgrounds
and quahﬁcanons of possible candldates after considering the function and needs of the board of directors, and
recommend nommees for approval by the board of directors and shareholders The comrmttee § process for the
cons1derat10n of potenual nominees w1ll be the same for normnees 1dent1ﬁed by shareholders, as well as the other
sources 1dent1f1ed above o .. l
The committee will only recommend a candidate for nomination if the"lcandiclate ipossesses the following
qualifications: ) |
. persona.l lntegnty and etlncal character |

¥l RS M !
L no 1nterests that would matenally 1mpatr his or her ablllty to exercise mdependent _]udgment or
otherwrse dlscharge the fiduciary duties owed as a director to Comrnumty and its shareholders

EY

able to represent fairly and equally all shareholders of Community without favoring or advancing any
particular shareholder or other constituency of Community; !

A - . 4 R l - .
* achievement in one or more fields of business, professional, governmental, communal, scientific or
. educanonal endeavor

LatloIt o - . P ot

+ . sound judgment, bome of management or policy-making expenen]ce (whrch may be as an advrsor or’
1 consultant) that demonstrates an ability to function effectlvely in-an oversight role; and

« " a general apprecmnon regardmg major 1ssues facmg pubhc compames of a size and operauonal scope
similar to Community, including eorporate governance concerns, regulatory obligations of Commumty
strategic business planning, competltlon in Community’s market and basic concepts of corporate
finance. . "

. gy ]
The nonunatmg and corporatc govemance comrmttee wtll receive and consxder nommee recommendauons
that shareholders address to the secretary of Commumty at the address listed on the notice, of annual meeting and
in the “General Informauon section of this proxy statement. If shareholders w1sh to nommate candidates for

election at Commuruty s annual meet.mg of shareholders however they must comply with additional procedures

- contained in Community’s Bylaws. To nominate someone at the annual meetmg, a shateholder must deliver or

mail a notice to the secretary of Community not less than 45 days prior to the date of the annual meeting. The
noticc must state the shareholder’s name and residence address and the number of shares of Community common

. stock owned. The notice must also contain the following information for,each proposed nominee, if known:

... the name, address and age of the nominee;

* the principal occupation of the nominee; -

- e

« - the number of shares ‘of Community common stock owned by the nominee; and: * . an

RO “ B L e ; X I v - . T .

«  the total huthber of shares that will be voted for the nominee. ! '

If shareholders do not follow this procedure, the chairman of the meeting wtll disregard a nomination made at the

o

_ annual meeting and the Judge of election will disregard any votes cast for such nominees.

7 3
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Compensation Committee. CN 3

The members of the compensation committee aré: Robert W. Rissinger (chair), Peter DeSoto, Scott J.
Newkam, Glenn H. Weaver and Robert K. Weaver. Each member of the committec is independent as defined in
the NASDAQ Marketplace Rules. Information concerning committee meetings and functions is included in the
section “Compensation Discussion and Analysis” beginning on page 9. The report of the compensation
committee appears on page 17.

Compensation Committee Interlocks and Insider Participation

None of the committee members has been an officer or employee of Community or any of its subsidiaries at
any time. Glenn H. Weaver consulted as, president of PennRock until June 30, 2005; he has not served -
Community in any capacity other than director. As is the case with other board members, any indebtedness of the
members of the compensation committee to Community’s bank subsidiary is on the same terms, including
interest rate and collateral on loans, as those prevailing at the time of corporate transactions with others and does
not involve more than the normat risk of collectibility or present other unfavorable features.

v

Shareholder Communications With The Board

Shareholders who wish to communicate directly with Community’s board may direct such communications
in writing, via facsimile and/or letter to the audit committee chair, c/o Community Banks, Inc., 777 East Park
Drive, Harrisburg, PA 17111 (facsimile number 717-920-1683). The audit committee chair will convey any and
all such communications to the full board for consideration and review. . . .

Code Of Ethics

As discussed under “Policies” on page 5, Community has adopted a code of ethics that is applicable to
Community’s chief executive officer, chief financial officer, principal accounting officer, and other designated
senior officers. These senior officers are also subject to a code of conduct that is applicable to all employees and
directors of Community. Copies of the code of ethics and code of conduct can be found under the investor
relations section of Community’s _wébsite at www.communitybanks.com. '

" Executive Officers Of The Company

In addition to Mr. Dunklebarger, the following individuals serve as executive officers of Community. The
terms during which Messrs. Dunklebarger, Holt, Lawley, Leo and Seibert hold their positions are governed by
the respective employment agreement that Community has entered into with each of them. The agreements are
discussed under “Employment Agreements” included with the Compensation Discussion and Analysis. Each
executive has the title of executive vice president and managing director but with different areas of
responsibility. ' | '

Donald F, Holt. Mr. Holt, age 50, is Community’s chief financial officer and executive vice president of
finance. He has been an employee of Community since 2001 and has served in his current position since that time.

Robert W. Lawley. Mr. Lawley, age 52, is Community’s executive vice president of operations. He has been
an employee of Community since 1976 and has served as executive vice president since 1984.

Anthony N. Leo. Mr. Leo, age 46, is Community’s executive vice president of financial services and
administration. He has been an employee of Community since 1998 and has served as an executive vice president
since that time. ' ' '

Jeffrey M. Seibert. Mr. Seibert, age 47, is Community’s executive vice president of banking services. He has
been an employee of Community since 1998 and has served as an executive vice president since that time. -
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COMPENSATION OF EXECUTIVE OFFICERS AND DIRECTORS
Compensation Discussion And Analysis

This Compensation Discussion and Analysis is designed to present a clear understanding df executiﬁe
compensauou at Commumty Included in this discussion are details regarding:

Lt ‘ Compensatlon Comrmttee

.

. Membcrs o .- ,7' ’..

L Meetings ot Lo '
* Roles
*  Consultants/Advisors T .

» . Philosophy-and objectives of executive compensation; . '
*  Elements of executive compensation; ‘and ‘

*  Executive compensation actions and decisions.

This section provides information regarding the compensation and benefits provided by Community to the
president and chief executive officer, chief financial officer and executive vice president of finance'and the next
three most highly compensated executive officers (referred to collectively as the “Named Executive Officers”),

! : i . . . : . ‘ .

Compensation Committee

The compensation committee is comprised of six directors. In 2006, the committee members were: Earl L.
Mummert (chair through September 2006), Peter DeSoto, Scott J. Newkam, Robert W. Rissinger (chair from
October 2006 through year end), John W. Taylor 'Ir. (served through 2006 annual meeting), Glenn H. Weaver,
and Robert K. Weaver Each member of the commJttee is mdependent as deﬁned in the NASDAQ Marketp]ace
Rules! ‘

Role of the Committee . Lo e
The purpose of the committee is to:
*  Evaluate the Company’s compensation policies and plans;
+  Review and evaluate the individual performance of executive officers;

*  Establish compensation of the president and chief executive officer and recommend such compensation
to the board for final approval; and

*  Review, and provide final approval for, recommendations of the pfesident and chief executive officer
regarding the compensation of the remaining four Named Executive Officers.

'

Committee Meetings

-The committee meets as often as is necessary in order to properly fulfill its role. In 2006, the committee met
5 times, It is the practice of the committee to include the president and chief executive officer, as well as other
executives and advisors, as may be appropriate, in the meetings. The committee meets in executive session
(without management present) as appropriate, particularly when dealing with issues relating to the compensation
of the president and chief executive officer, as well as the other four Named Executive Officers. * =~ -

0 "

The meeting agenda is determined in advance by the committee chair and the pre51dent and chief executive

officer. . . . Y -




Consultants and Advisors ’ ' : !

The committee is authorized to engage outside advisors, including consultants and legal advisors, as
necessary to properly fulfill its role. When appropriate, the committee will have its outside consultants/advisors
attend its meetings. . L Thewn L L

The committee currently utilizes Mosteller & Associates, Inc., a human resource consulting firm, as its
compensation consultant. Mosteller & Associates specializes in executive compensation in the financial services
industry and has a client base in the mid-Atlantic region. During late 2005, Mosteller & Associates performed a
study of executive and board compensation which provided background for many of the executive and board

compensation decisions made in 2006.
W

Role of Executives in Establishing Compensation

The president and chief executive officer is involved with compensation design and implementation, except

for his own. He makes recommendations to the committee regarding: P

«  Executive base salaries; .
«  Executive discretionary bonus payments; and

*  Evaluation of executive performance. .

Final approval for these and other items recommended l;y the president and chief executive officer must be made
by the committee.
N

Peer Group o e ' .

. -

) In order to ensure the appropriate égimpetiti;fc nature of the exécutive compensation plans at Commumty,
both individually and as a whole, the committee regularly reviews the compensation levels and practices at %eléét

peer organizations. The peer group is reviewed and adjusted regularly to ensure that the organizations continue to
be comparable in terms of performance, size and geography. '

The current peer group is made up of similarly sized institutions located in central and eastern Penrisylvania
with assets averaging between $1 and $5 billion:

'
s

»  Omega Financial Corp.; . .

+  Univest Corp of PA; ) . P

+  Harleysville National Corp.; -, ‘

»  Sterling Financial Corp.; vt
-« SNT Bancorp, Inc.; o S ' -

+ KNBT Bancorp, ﬁlc.; and - | A ‘.

*  National Penn Bancshares, Inc. PPN
sk ' ..
This peer group has most recently been used to gather benchmark data regarding base, short-term; long-term
and total compensation as well as board of directors compensation’practices. < o

" B

Philosophiy and Objectives of the Executive Coriipensatibh Program | ' A

All components of executive compensation, both individually and as a whole, are designed to enable
Community to attract, retain and motivate high-performing executives capable of achieving long-term financial
success for the Company. e
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The overall executive compensation philosophy focuses on a program lhat: ’

» s equitable and competitive; ' ' ‘

*  Is performance drlven aligning the interests of executives and shareholders by motlvatmg and
* rewarding for increases in shareholder value; and ) :

L

* " Supports a team approach to management of the organization reﬂected by consistent compensation
practices for key management employees.

Community targets compensation levels toward the 65 percentile of peer orgamzahons—thls reflects a
level of compensation above the midpoint or average. The key philosophy is that the performance of the
organization is expected to be in the upper percentile as compared to peers, therefore compensatlon levels should
be set in the upper percentile as well, - :

§
i

Elements of Executive Compensation
The primary components of executive compensation at Community are
*  Base salary; |
*  Annual bonus incentive program; and .

»  Long-term incentive plan. o ' : |
Additionally, Community provides benefits to our executives in the form of salary continuation agreements,
employment agreements, and survivor income agreements. Community also provides executives with an
automobile or automobile allowance and a profit-sharing plan allowing for an automatic 3% (up to the Internal
Revenue Code maximum) employer contribution to the 401(1() plan. '

b
Base Salary o i

The primary purpose of base salary is to attract and retain high performing executives capable of managing

'Community to short and long-term financial success. Key to the team approach to management is a team

approach to compensation. The Named Executive Officers, with the excepnon of the president and chief
executive officer, are paid the same base salary. The purpose of equality of pay is to foster a team approach
among the executive management team. In any case, on the average, Commumty s executives are paid at rates
equal 1o or above the aggregate market rates of these positions. \

Annual Bonus Incentive Program L : ;

In order to motivate executives toward meeting and exceeding annual financial. goals, Community provides
its executives with the opportunity to earn annual short-term incentives., Annually, a bonus pool is created, based
on the actual growth in earnings per share (“EPS”) performance. Generally, under normal business
circumstances, the guidelines described below are utilized to determine the amount of money, if any, that will be
allocated into the bonus pool. )

|

The previous year’s actual EPS achieved becomes the threshold for the following year. This represents the
lowest level of performance at which money will be allocated into the bonus pool and at which a payout will be
made. If performance reaches the previous year’s actual EPS, 4.0% of net income is allocated to the pool. As the
net income increases, the pool potential increases proportionately. At 10% net income growth, the pool will
increase to 5.5% of net income. Ata predeterrmned maximum level of 15% net income growth, the bonus pool
will be 6.5% of net income. The exact percentage of net income utilized to create the pool w:ll be mterpolated for

levels of Company performance between the specific levels defined here. ,
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The percentage of the pool that is allocated to the members of senior management begins at 30% and
increases to 50% as net income growth performance increases.

The compensation committee makes the final determination of the total pool available and how the pool
should be distributed. The committee retains, and will exercise, discretion to step outside of these guidelines
based on relevant business circumstances. This discretion altows the committee to implement the bonus program
in such a way that maximizes Community's ability to reward, motivate and retain critical management
employees. : '

Long-Term Incentive Plan - .

In order to encourage the retention of key executive employees as well as to create a tie to the long-term
financial success of the organization, Community provides a long-term incentive plan to its executives. This plan-
allows for the granting of awards in the form of:

e Incentive Stock Options (ISOs);
»  Non-Qualified Stock Options (NQSOs}; and
»  Stock Appreciation Rights (SARs).

The ability to make these types of awards provides a critical component in a compensation package
designed to attract, retain and motivate key employees. These awards recognize long-term financial success and
strong individual performance in the specific area of responsibility. Under this plan, the committee is responsible
for determining:

e«  Who receives awards;
+  The amount of the awards;
«  Terms under which the awards may be exercised; and

»  Restrictions on the shares of stock issued upon exercise of any award.

o -d T
‘The committee also determines the duration of each option granted (however, not more than 10 years in
accordance with the long-term incentivé plan) and any vesting schedule. '

If the awards are granted‘as ISOs, the option price may not be less than 100% of the fair market value of the
common stock on the date the ISO is granted. Historically, awards granted as NQSOs have also been granted at
100% of the fair market value of the common stock on the date the NQSO is granted. “Fair market value” is
defined as the closing sale price of the common stock on the date of the grant of the option, or, if no sale
occurred on that date, then on the preceding day on which a sale occurred.

" Generally, ifi any given year, the Company grants options in the form of ISOs up to the $100,000 maximum
annual vesting value permitted under the Internal Revenue Code. Any additional options would be granted as
NQSOs. o o

Deferred Compensation

A deferred compensation plan is in place for a select group of managers, including the Named Executive
Officers; who contribute materially to the continued growth, development and future business success of
Community. Participation in the plan is at the discretion of the committee and-allows for deferral of
compensation on a pre-tax basis within the following parameters: - .

«  Minimum deferral amount from base salary and bbnu's' is an aggrcgalc'arnoum'of $3,500; and
+  Maximum deferral amount is 50% of base salary and 100% of bonus.
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Upon retirement, each participant can choose to receive the account balance either as a lump sum payment
or in annual installment payments over a period of up to 20 years. While this plan is primarily intended to
provide a benefit to the participants upon retirement, it does also allow participants to elect, at the initial time of
deferral, to take a lump sum “in-service” payment of all or a portion of any plan year deferral. The in-service
payout date designated by the executive must be at least three plan years after the end of the plan year in which

"the amount was actually deferred. ,

Salary Continuation Agreements

To encourage our-executives to remain employed by the Company, Community has entered into salary
continuation agreements which provide a supplemental retirement benefit.for certain executives. This benefit is
provided to Messrs. Dunklebarger, Holt, Leo, Lawley and Seibert. While benefit levels and effective dates differ
by executive, the structure of each agreement is the same. The effects of various types of termination upon the
plan payout are defined as follows:

Normal Retirement—In the case of termination due to normal retirement (defined for each agreement as age
62) for reasons other than death, the full aggregate annual retirement benefit amount will be paid in consecutive
equal monthly installments on the first day of each month beginning with the month following the executive’s
normal retirement date and continuing for a total period of 20 years. The full aggregate annual retirement benefit
amount for each Named Executive Officer is as follows:

’

] . . . $ Amount ;
Eddie L. Dunklebarger ... .................. e fravannans 180,000
» DonaldF.Holt ............ e [ . 48,000
Robert W.Lawley ... ......oouiviineniiiiiniriniaeananannnns 80,000
Anthony N.Leo .. ... e e ey s . 75,000
Jeffrey M. Seibert ........ooooovuuiinni ., PO 75,000

Early Termination—Except for reasons of death, disability, tenmnatxon for cause or following a change of
control, in the case of early termination (defined as termination before rcachmg age 62), a reduced annual
payment amount as provided in the executive’s salary continuation agreement will be paid in consecutive equal
meonthly installments on-the first of each month beginning with the month followmg the executive reaching age
62 and continving for a total penod of 20 years. , L

Disability—If the executive terminates employment due to disability prior to reaching age 62, a reduced
annual payment amount as provided in the executive’s salary continuation agreement will be paid in consecutive
equal monthly installments begmmng within 90 days after the executive’s date of termination and continuing for
a total peried of 20 years. - < '

Change of Control—If the executive is in active employment service at the time of a change of control (as
defined in the agreement), the full normal retirement benefit amount will be paid in consecutive equal monthly
installments on the first day of each month beginning with the month following the month the executive réaches
age 62 and continuing for a total period of 20 years.

Death While in Active Service—Béginning with the month following the executive’s death, the full normal
retirement benefit will be paid to the beneficiary in consecutive equal monthly installments for a total period of
20 years,

Death During Benefit Period—If the executive dies after benefits under the salary continuation agreement
have begun to be paid, the remaining benefits will be-paid to the executive’s beneficiary at the same time and in
the same amounts and manner as they would have been paid to the executive had he survived.

|
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Death Following Termination but before Benefit Commences—If the executive dies after termination of
employment but prior to the commencement of benefit payments, the beneficiary will receive the same benefit
payments in the same amount and same manner as they would have been paid to the executive had he survived.
The benefit payments would begin upon the executive's death.

Termination for Cause—No benefit will be paid.

Employment Agreements

The Company has entered into an employment agreement with each of the Named Executive Officers. All
employment agreements are for an initial three-year term and have the option of renewing annually on each
anniversary of their effective date for an additional year. In the event of a change of control, all employment
agreements automatically renew for a full three-year term.

. The impact on the various forms of termination under the employment agreements is as follows:

Death, Disability, Voluntary Termination other than for Good Reason or for Cause—Annual salary w1ll be
paid through the date of termination in addition to any other amounts already earned by the executive. The
Company will have no further obligation to the terminating executive.

Unilateral and Good Reason Termination—In the case of unilateral termination or termination for good
reason (as defined in the agreement), 120% of the full annual direct salary will be paid from the date of
termination through the remaining term of the agreement. The Company is net required to maintain any benefit
plans or programs. The additional 20% of base salary payment is intended to cover the loss of these benefits.

Change of Control—If the executive terminates employment within three months of a Change of Control,
he will receive: . -

» A lump sum payment equal to three times the average sum of base salary and bonus payments over the
three preceding years. This payment will be paid within 30 days from the date of termination; and

«  Health benefit plan contination for the executive, his spouse and dependent children. All will be
eligible to participate in the health benefit plans of the successor employer until age 65. If the executive
may not, for any reason, participate in the successor’s plans, then the successor will make annual
payments to the executive in an amount which will allow the executive to purchase substantially the
same benefits through private insurance.

In the event that any payments to an executive relating to a change of control would constitute excess

parachute payments within the meaning of Section 280G of the Internal Revenue Code of 1986, as amended, the
Company will make an additional payment to the exccutive to cover the full impact of the additional taxes.

Survivor Income Agreement ' ) ‘ ‘ o , ‘

To encourage our executives, including the Named Executive Officers, to remain employed by Community,
a death benefit is provided to the executive’s beneficiary whereby the death proceeds of a life insurance policy on
the executive’s life are divided between the Company and the beneficiary. The Company is the owner of the
policy, makes all payments of premiums due and holds all rights of ownership on the policy. In the event of the
executive’s death, the beneficiary will receive the lesser of: (i) three times the executive’s base salary in the year
in which he died; or (ii) the amount by which the proceeds of the policy exceed the cash surrender value of the
policy on the day before the executive died. This amount will then be increased by the projected federal tax rate
for the year in which the executive died to determine the actual survivor income benefit to be paid to the
beneficiary. . '

14




- In‘the event of a change of control, the Company or its successor will fully maintain the survivor income
agreement and the related life insurance policy.

If the executive either voluntarily terminates employment after reaching age 65 and completion of 10 years
of service; or terminates employment due to a change of control, the survivor income agreement will
automatically convert to a split dollar insurance agreement (unless the executive elects otherwise) under which
the executive and his beneficiary retain the rights to the proceeds of the policy as outlined above. '

Actions and Decisions of the Committee
Base Compensafwn : B L
2006 ‘

The comrmltee revrewed and approved in executive session, the 2006 base sa]ary recommendatlons that
Mr. Dunklebarger presented for all executives except for himself, The new 'base salary recommended for the
other Named Executive Officers was $210,000, with all four executives remaining at the same base, consistent
with Community’s team approach to executive base salary compensation. The committee established a base
salary of $400,000 for Mr. Dunklebarger. These base salaries represent a significant increase over 2005 as a
result of the findings of the market study that was conducted in 2005, as well as the stated philosophy of
targeting the 65% percentile of peer compensation rates.

e ‘<

2007

The committee reviewed and approved, in executive session, the 2007 base salary recommendations
presented by Mr. Dunklebarger for the other Named Executive Officers. The total increase recommendation for
this executive group was 3.5%, resultmg in a new base salary level of $217,500. This i increase was applied across
the beard, continuing to maintain Community’s executive team at a common base salary. The committee
determined to maintain Mr. Dunklebarger’s salary at $400,000 in light of the challenging financial environment.

4

Annual Incentive Bonus . . o . . ‘ v

Thc committee rev1ewed 2006 corporate performance and the 2007 proﬁt plan to ensure compensatlon plans
are appropriately aligned with corporate goals and performance.

Mr Dunklebarger presemed the bonus pool ca]cu]anon based on 2006 net jncome growth which totaled
$1,746,665 or 4.5% of net income, inclusive of associated payroll taxes and benefits. In keepmg with the
program guidelines, 35% of this pool was allocated to the executive group. The commitiee, in executive session,
reviewed and approved the bonus allocation recommendations that were presented by Mr. Dunklebarger.

The comnuttee reviewed and approved a change to the pool calculation guideline for 2007. A 2.5% increase
in the amount of the total bonus peol that is allocated to the executive officer group was presented and approved.
In light of this change thc committee demded to have an evaluation done of the entire executive compensanon .
package in 2007. Bids will be taken from compensation firms to do this,

Long-Term Incentives
2006

The committee reviewed and approved the granting of a total of 228,000 stock options to employees and
directors for performance of the Company during 2005. The decision was made to grant these options on
January 25, 2006, two business days following the release of the Company’s earnings. This grant resulted in an
impact on earnings of approximately $.02 per share, a leve! significantly below the committee’s maximum
cumulative impact goal of 2% or approximately $.05 per share.
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The Company granted 97,650 stock options to the Named Executive Officers. The remaining 105,000" -
options were granted to non-executives. Mr. Dunklebarger received 38,850 options and Messrs. Holt, Leo, -
Lawley and Serbert each received 14,700 opticns.

¥
4

All options were granted as’ ISOs except when ISOs could not be used due to number limitations. In this
case, the grants were made as non-qualified stock optrons All optlons granted were fora term of seven years and
had a three-year vesting period: ' -

2007

The committee reviewed and approved the granting of a total of 273,000 stock options to employees and
directors for performance in 2006. The committee decided to grant these options on January 22, 2007, following
the release of earnings. This grant resulted in an impact on earnings of approximately $.02 per share, a level
srgmﬁcantly below the committee’s maximum cumulatwe 1mpact goal of 2% or approxlmately $.05 per share

The Company granted 100,000 options to the Named Executive Officers and grantéd 13 OOO options to
directors. The remaining 160,000 options were granted to non-executives. Mr. Dunklebarger received 40 000
options and Messrs Holt, Leo, Lawley and Seibert each received 15, 000 opuons '

All options were granted as ISOs except when 1SOs could not be used due to number limitations. In thrs
case, the grants were made as non-qualified stock options. All options granted were for a term of seven years and
had a five-year vesting. .

On January 27, 2007, the Named Executive Officers entered into agreements amending the terms of the
stock option grants dated January 25, 2006, The effect of the amendments was to extend the vestmg of the
options granted on Januvary 25, 2006 from three to five years ’

1
T , ’

401(k) Plan

The committee reviewed and approved a 5% (3% safe harbor and 2% profit sharing) employer contribution
to the 401(k) plan for 2006. The amounts contributed on behalf of the Named Executlve Officers are listed in the
footnotes to the Summary Compensation Table on page g ¢ '

Effective with the 2007 plan year, the committee amended the 401(k) plan to provide for an employer match
contribution equal to 50% of the first 6% contributed by each employee, as allowed by the plan The committee
retained the ability of the Company to make a dlscretlonary proﬁt—shanng allocation to employee 401(k) plan
accounts based on Company performance The proﬁt sharmg alloc:atlon would be made to the extent that ¢
corporate financial performance exceeds plan. - -

Durmg 2006, the board also revrewed the appropnateness of contmumg to allow employees to purchase
Community shares within their 401(k) accounts and deterrmned that given the retlrement 1nvestment mumng
provided to employees, along with the wide variéty of other mvestment optlom. avallable to employees this
practice did not require a change.

Employee Stock Purchase Plan

The committee reviewed and determined to amend the Employee Stock Purchase Plan to allow a 5%
discount on dividends reinvested through the Dwrdend Remvestment Plan (DRIP), as is afforded to other'
shareholders. - .o

Y
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Summary -

The compensation committee and the other members of the board of directors are comfortable that the
various elements of the total executive compensation package at Commumty work together and allow the

Company to attract and retain an executive team that is focuscd dxrectly on the ﬁnancml success of the Company
and increasing value to shareholders, . .-

1.

. R ¥
The base salary plan promotes a team approach to management. The annual incentive bonus plan focuses
the executives on EPS growth. The long-term incentive plan directly ties executive compensation to shareholder
value appreciation. The various other executive benefits offered support long-term retention of the members of
the executive team. These components work, individually and as a whole, to support a committed, focused and
high-achieving executive management team working together to maximize the financial success of the Company.

Executive compensation practices at Community, as outlined in this discussion, are equitable and
competitive with our peers. The compensation committee continues to work toward achievement of a higher
level of market-competitive compensation, as outlined previously, to bring’ Commumty compensation levels
more in line with expected levels of Company performance.

‘ +
'

Compensation Committee Report

The compensation committee has reviewed and discussed with management the section of this proxy
statement captioned “Compensation Discussion and Analysis.” The committee is satisfied that this section
accurately reflects Community’s compensation programs and objectives.

1’

By: Robent W, Rissingcr (chair), Peter DeSoto, Scott J. Newkam, Gleﬁn H. Weaver and Robert K.
Weaver. - ) :
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Executive Compensation RN
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] R Rl . . PR . R

" Summary Compensanon Table ~ _ - i 2

. The following table is a summary of the annual salary and other compensatmn eamed by the Named . .-
Executive Officers during the last fiscal year. The material terms of the execltives’ employment agreements are -
included in the section titled “Compensation Discussion and Analysis” beginning on page 9

. f R
i T i N . [ ;

SUMMARY COMPENSATION TABLE FOR FISCAL YEAR 20060

st ot e a : ' . ) Changeln - ot TR
. e i . Pension o : ta o nes
) * Value and
‘Nongualified
et o Co , - Option ., Deferred ., Al Other: .
Name and ‘ Salary Bonus  Awards Compensation Compensation Total
. Principal Position . T Year 6] ($)@ $)® - | Earnings® $y e
Eddie L. Dunklebarger ..’ ".... 2006° 400,000 140,000 91,572 | 013,048 '° 37,753 ' 782,373
President & CEQ of ' : Y
Community and | |
CommunityBanks . ) .

. DonaldF.Helt ............... 2006 ‘210,000 57,000 34,338 - 26,365 22,992 350,695
Executive Vlce-Premdent' W o : i e ‘
Fma.nce(CFO) 1 o ) t b L R

Robert W. Lawley ............ 2006 . 210,000 57,000 36,040 ;. 53,549 .. 15,053, , 371,642
' Executive Vice-President |
Operations |, . . . '+, L, . . . i4 e vt e e,
AnthonyN.Leo .............. 2006 210,000 57,000 36,040 | 24,938 17,179 345,157
Executive Vice-President
Financial Services and '
Administration
Jeffrey M, Seibert ............. 2006 210,000 57,000 36,040 | 27,379 18,070 348,489
Executive Vice-President
Banking Services

(1} The Company does not provide stock awards or non-equity incentive plan compensation. Accordingly, these
columns have been omitted. l

(2) This is the bonus amount paid in 2007 for performance during 2006. The compensation committee retains
discretion with respect to bonus amounts.

(3) Option awards compensation reflects the expense recognized for ﬁnancna.l statement reporting purposes in
2006 in accordance with FAS 123(R). Community does not incorporate a forfeiture factor in computing option
values. Expense was recognized for awards made in 2001 and 2002 based on a 5-year vesting schedule of ISO
awards made in those years (having joined the Company at the end of the year, Mr. Holt received no award in
2001). The awards made in 2003 were NQSOs which vested in one year. The awards made in 2004 vested in
six months. No awards were made in 2005. The option awards made in 2006 (NQSQOs and ISOs) were
expensed based on a 3-year vesting schedule although these awards were modified in 2007 to alter the vesting
to 5 years for the Named Executive Officers. The expense recognized is z|1s follows:

|
| 2006 2002 2001 Total

Eddie L. Dunklebarger ............uuueoaaeeeeeeeeenn 81,315 4,884 5373 91572
DONAI F. HOM oo ee e 30,768 3,570 — 34,338
ROBErt W. LAWIEY oo e et ieeeeeeenenns 30,768 3,570 1,702 36,040
ANthony N.Le0 - . .ottt eeaaiiieen 30,768 3,570 1,702 36,040
Teffrey M. Seibert ...............coeiiiiiaiaiiniiins, 30,768 3570 1,702 36,040




Community uses the Black-Scholes option pricing model to estimate the fair valire of stock-based awards. The ~
fair value of the awards was estimated using the following assumptions: ,

I g

2000

LAt

T SRR T Y U a0ee 2002

DIvIidend YIEI . ..o ovtie s i 2T% 26% 2.6%
VOIIEEY « v ee e e e e e 26% 26%  26%

' Risk-free interest rate ... .. .. . PR it - 45%- 3.8% 5.5%

; Expected life (years) R LR PR RSP RPRPRINN 6.3 8.4 8.7
Resulting per share grant-date fairvalue .......................... $6.85 $5.38  $5.67

These assumptions are based on multiple factors, including historical exercise patterns of employees in relatively
homogeneous groups with respect to exercise and post-vesting employment termination behaviors, expected
future exercising patterns for the same homogeneous groups and the hJstoncal volatility of Community’s slock

-

price. N :

NN . . o . :
(4) There were no preferential or above market earnings on deferred compensation. For market rate earnings - :
under the deferred compensation plan, see the table on page 23. The amount reported for each executive is -
the change in pension value as booked for financial statement reporting purposes for the supplemental
. executive retirement plan benefit {provided pursuant 1o salary continuation agreements) and for Mr. Lawley,
the amount also includes $1,958 change in pension value under the qualified defined benefit pension plan. -
(5) This column includes for the Named Executive Officers perquisites in the form of personal use of a
- Company-provided automobile and country club dues and-assessments (except for Mr, Lawley for whom no
country club fee was paid). No perquisite provided to any executive exceeded the greater of $25,000 or 10%
of the total amount of perquisites and personal benefits. The column-also includes, for each’ of the Named

" Executive Officers, the employer comnbutlon to the executwe s 401(k) plan account in the amount of
$11 000 ER 2 D . .

Eor -" [ - .oatr I
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Grants of Plan-Based Awards Table, : - o '

The following table sets forth information 6n grants during 2006 of plan-based awards to the Named '
Executive Officers. All of the awards made in 2006 were stock options granted under the Company’s long-term
incentive plan.

GRANTS OF PLAN;BASED AWARDS IN 2006 FISCAL YEAR

All Other
© Option
Awards: Exercise
Number of or Base Grant Date
Securities Priceof  Fair Value
Date of Underlying Option of Stock
Committee Options Awards and Option

Name ‘ o GrantDate Approval®  (#®  (§/share)® Awards(§)®
Eddie L. Dunklebarger ..................c.ht. 172512006  1/20/06 38,850 2741 266,123
Donald F.Holt ............. e i ... 1/2572006  1/20/06 14,700 - 2741 100,695
Robert W. Lawley .. 7'.......ovviinnt. e 1/25/2006  1/20/06 14,700 27.41 100,695
AnthonyN.Leo ....:..... .ot 1/25/2006  1/20/06 14,700 2741 - 100,695
Jeffrey M. Seibert .. .o oot 1/25/2006  1/20/06 - 14,700 27.41 - 100,695

(1) The compensation committee met on January 20, 2006 and determined to grant stock option awards
effective on January 25, 2006, two business days following the release of the Company’s previous quarter’s
eamnings. : . .

(2) At the time these options were granted, they were to vest at the rate of 33 /3% per year over a period of 3
years, with the first one-third vesting on January 25, 2007. Continuation of employment is the only vesting
condition, In January 2007, these awards were modified to alter the vesting to 5 years at the rate of 20% per.
year, with the first 20% vesting on January 25, 2007; however, this modification did not affect the amount
of the expense for 2006,

(3) This is the closing market price on the date of grant of the options.

(4) The assumptions Community used to estimate the fair value of the option awards are set forth in footnote
(3) to the Summary Compensation Table.
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Outstanding Equity Awards at Fiscal Year-End Table '

i
t
|
|
1'J

LI

- The following table sets forth information as of December 31, 2006, on outstanding equity awards, -

-~
-

consisting entirely of stock opnons held by the Named Exccutwe Ofﬁcers 'Community has not granted stock

1
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[

|

' f
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{

{

' (2) These options vest at a rate of 20% (7,770 options) on January 25 in 2007, 2008 2009 2010 and 2011
(3) These options vest-at a rate of 20% (2,940 opuons) o January 25 in 2007, 2008 2009, 2010 and 2011.s * -
' (4) :This was the closmg price of Community’s common stock on the date of grant of these options. .« -

awards. 5 B o . o e , 0 l . TP T Yot
OUTSTANDING EQUITY AWARDS AT 2006 FISCAL YEAR-END® ~ '@ "~
i f Option Awards
TR P Numbeg;f; Numlie;;f_’g_ -
! . Underlying .  Underlying
) L Unexercisem Unexercised Option Option
' IV Optlons(#) Options(#) Exercise - Expiration
! Na_;m Exerclsahlel Unexercisable Price($)® Date
; Eddie L. Dunklebarger ... .% .. .. A 12,905 : 7.33 1/27/2007
: - 27,020 ! 14.55  1/20/2008
. LT 25,329 . 1406 12702008
. s - _ 24,122 1400 12/6/2009
. 13,973 12.69 5411/301f2010
29172 . . 1810 12612011
: , 22,797 1+ . 49860 2006 12612012
P - ' . (26,460 2895 ¢ 12/4/2013
31,500 2151 124612014
P 38,8500 2741 112572013
Donald F. Holt ., ... ... ittt iiiiiiiieenannnns 6,663 }1 1,667 . s506 .. 12/6/2012
, 7939 2895 12472013
, ' ; . t 10,5000 "¢ o - 2751 12/6/2014
j .+ 110147000 2741 . 14252013
" Robert W.Lawley .............. i 2,934 12.69  11/30/2010
' ' oo~ 8752 18.10  12/6/2011
| 6,667 . 1,668 20.06 12/6/2012
. L 7,938 2895  12/412013
i 10,500 2751  12/6/2014
! 5o PR L. i 147000 2741 1/25/2013
' AnthonyN Leo R F Rk PP S SR LCRRERY x 9,925 |- 1455 1/20/2008
' 38 . j 8312 s 1406 12/7/2008
‘ = \ 5,958 ° 14.00°  12/6/2009
s - : - 3,064 12.69° - 11/30/2010
' £ ’ ' - 8752 18.10  12/6/2011
: . o 6,667 -4 - 1 668D 20.06; F12/612012
x Cooo VTR 2895  12/4/2013
| , . ., 10,500 . 2751 12/6/2014
’ R R T T 147000 1 27410 172502013
: JeffreyM Seibert . e 923 T L T 733, . 17212007
: . + IR 51133 - ' . ]455 . 1/20/2008
‘. . , coos 843 _14.06,, <1277/2008
I . 8.0427 0 , 1400 12/6/2009
: . ! coe Lo 1889 Lo 12.69 - 11/30/2010
Coa | , : 3 , B2 . 18.10 ", 12/6/2011
- ' 6,667 1,668 - 20.06 - 12/6/2012
s ' 7,938 11 2895 .12/4/2013
, . _ 19,§00 E 2751 ' 12/6/2014
: oo ‘ ' R f ' 14 7000 747 1251013
(I) These opnons vest on December 6, 2007. oo e iy
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Option Exercises and Stock Vested Table coiere Y

The following table sets forth the number of shares acquired-upon exercise of options and the value realized
on exercise by the Named Executive Officers during 2006. The value realized is based upon the difference © -
between the closing price of the common stock on the Nasdaq Stock Market on the date or dates of exercise and
the exercise price of the stock options. : U Sy

L
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'OPTION EXERCISES AND STOCK VESTED IN FISCAL YEAR 2006

.

Vo o ' Option Awards
' - Number of
- - . AN Shares Value
Ce Acquired on . Realized on
' v , : ’ ' Exercise Exercise
" Name L, # ($)
‘. Eddie L. Dunklebarger .......... o . 20478 336474
~«DonaldF. Holt .................. e e e e -0- -0-
‘;Rob_ertW.Lawley..!...I...............................; ......... 15,619 209,023
"' AnthonyN.Leo ...'. 0. ........ R 341 4,218
- Jeffrey M. Seibert .............. B I 10,747 185,186

Pension Benefits Table =~ & - LA ‘ : . ARR S

-

The following table sets forth information on pension and non-qualified supplemental retirement plan
benefits for the Named Executive Officers.

o PENSION BENEFITS

Number of Present Payments

. ' e . Years Value of During
i 1 Credited  Accumulated Last Fiscal
m ' o Plan Name® Service(#)  Benefit($)® Year($)
Eddie L. Dunklebarger ..... Supplemental Executive Retirement Plan 7 578,579 0
Donald F.Holt ., ......... Supplemental Executive Retirement Plan 3 74,234 -0-
Robert W. Lawley® . ...... Supplemental Executive Retirement Plan 7.5 207,581 -0-
. ' o Defined Benefit Pension Plan® 284 296,750 -0-
Anthony N.Leo, ...... s Supplemental Executive Retirement Plan 7 137,257 -0-
Jeffrey M. Seibert ....... .. Supplemental Executive Retirement Plan 7 150,282 -0-

(1) . Each of thie Named Executive Officers has a supplemental executive retirement plan benefit as part of his
" salary continuation agreement with Community. The executives will be fully vested in the full aggregate
annual retirement benefit amount at age 62. Reduced benefits are payable in accordance with accrual of ™
' benefits schedules set forth in the réspective salary continuation agreement if the executive terminates his
" employment prior to age 62. For a discussion of the salary continuation agreements, see “Compensation
" Discussion and Analysis” beginning on page 9.
(2) As of December 31, 2006, the only Named Executive Officer who participates in the defined benefit
~ pension plan and who has been credited with years of service is Robert W. Lawley. The plan is maintained
for centain individuals who were employed by a predecessor of Community’s subsidiary bank. Employees
hired after December 31, 1998 are not €ligible to participate in the defined benefit pension plan.
(3), The amount of the monthly pension under the plan is equal to 1.15% of average monthly pay, plus .60% of
" average monthly pay in éxcess of $650, multiplied by the number of years of credited service under the
plan. Average monthly pay is based upon the five consecutive plan years of highest pay (salary and bonus: "
compensation) in the last ten years of service under the plan.The maximum amount of annual compensation
used in determining retirement benefits is $205,000. The pension benefits will be offset by employer .-’
contributions to Community’s 401(k) plan. The board of dircctors amended the plan in 2003 such that all
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benefit accruals under the plan ceased as of December 31, 2003 and all participants were 100% vested in
their accrued benefit as of December 31, 2003. The normal retirement age under the plan is 65. An early
retirement benefit is available at age 60, in which case the benefit would be the actuarial equivalent of the
pension accrued to the date of retirement. .

(4) Mr. Lawley has 31 years of service with Community and its predcccssor company. HIS credlted service for
purposes of computation of benefits under the defined benefit pension plan is 28 years due to the cessation
of benefit accruals under the plan on December 31, 2003,

(5) The present value of the supplemental executive retirement plan benefit is based on the executive's
contractual payments under his salary continvation agreement, assuming a normal retirement age of 62 and
a 6.5% discount rate. The present value of Mr. Lawley’s benefit under the defined benefit pension plan is
computed pursuant to accounting standards (SFAS No. 87) for pension plans, using the GA 1983 mortality
tables to estimate the term of the pension benefit beginning at age 65 and a 5.75% discount rate assumption.

b

Directors And Senior Management Deferred Compensation Plan B

On January 1, 2004, Community adopted the Community Banks, Inc, Directors and Senior Managcmem
Deferred Compensation Plan, effective January 1, 2004, to assist directors and executives in establishing a
program for supplemental retirement benefits. This non-qualified deferred compensation plan is described in the

. section titled “Compensation Discussion and Analysis” beginning on page 9: This plan is a voluntary variable
deferred compensation plan. The amount deferred from salary or bonus by Community’s Named Executive
Officers is included in the Summary Compensation Table as havmg been carncd in 2006. This amount is also
shown below in the table as “Execume Contnbutlons

’
i

[ NON-QUALIFIED DEFERRED COMPENSATION

' S Executive Registranf Apgregate Aggregate
.- . Contributions Contributions Earnings Aggregate - Balance
. . in in in " Withdrawals/ at
Name ’ ' Last FY LastFY + LastFY  Distributions LastFYE
ST ® ® ! ® ) )
Eddie L. Dunklebarger ................... 110,000 - -0- 37,834 ©.0- ¢ 385,625
Donald F.Holt .................ccvvunnn.. 18,700 0 3,733 -0- 61,705
Robert W. Lawley . .. .. e ’ -0 0 -0- -0- -0-
AnthonyN.Leo ................... S 15,789 0 ! 2,066 -0- 32,973
Jeffrey M. Seibert ....................... 29,200 0- | 572 -0- 70,322

Potential Paymenté Upon Termination Of Employment Or A Change Of Control

'I'he following discussion presents information on the various payments and benefits that each of the Named
Executive Officers would have been entitled to receive if his last day of employment with Community Banks,
Inc. had been December 31, 2006 under the various circumstances presented.

Potential payments and benefits would arise under: .

. Employment agreements, including change of control and supplemental executlvc retirement plan

(SE'.RP) provmons and |

*  Various Commumty compensauon plans and programs. .
. Circumstances that could give rise to potential payments and benefits include:

*  Voluntary termination of employment; : b

*  Involuntary términation without “cause;” '

*  Involentary termination for “cause;”
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. Permanent disability;
. Death and :

. Changc of control of Commumty, w1th or w1thout adverse employment action!
v . -

" Depending on Lhe cucumstances payments and bencﬁts may lnclude
*  Salary, including payments reflecting normal payroll cyclc
e Gain on exercise of stock options;
. Sa]ary continuation plan paymont_s;_
*  Long-term disability paymonts Or cOverage; o o e
¢ Health insurance coverage;

+  Paid life insurance benefit; and
. Change of control payments. - R ‘ I

- Some of thc potenual payments and benefits are du'ectly related to the market price of Commumty 8
common stock. The closing stock price on December 29,2006, the last business day of 2006, was $27.76 per- -.
share. This price is used to quantify the potential payments and bencfits i in the followmg discussion. * . .

’

Thls dlscusswn should be read in conjunctlon with the mfomlanon provided in the “Compensat.lon
Discussion and Analysis” and “Executive Compensation™ sections of this proxy statement, which includes
detailed information on relevant employment agrcements and other Community compensation plans and

programs.

~ Under any of the circumstances discussed herein, each Named Executive Officer would be entitled to
receive payment of salary for time worked (based on the salary reported in the Summary Compensation Table on
page 18) through the date of termination of employment and amounts deferred by him, together with earnings
creditéd thereon, under the deferred compensation plan. For thé aggregate balance under the deferred -
compensation plan of each of the Named Executive Officers, see the ‘Non-Qualified Deferred Compensation |, .
Table on page 23. In addition, under any of the circumstances discussed herein, each Named Executive Officer -
would be entitled to exercise all unexercised stock options vested at December 31, 2006. For the Named
Executive Officers, the potential gain at December 31, 2006 on the exercise of vested but unexercised stock
options would be as follows: '

Gain on Exercise of
Stock Options
" ) Number  '$ Amount
" Eddie L. Dunklébarger ... ..o... .. oo il SRS . 213,278 ' 1,975,296
Donald F. Holt ..... e R U T 27107 ¢ 53,969
Robert W. Lawley ........oovveeoeeaalonitinien. ER ST 36,791 182,721
Anthony N.LEO . ..ottt 61,116 511,645
Jeffrey M. Seibert .. .. ..ouuvneuirn i PR e " 72,365 736,650

In addition to payment of salary thfough the date of termination, payment of the batance of the deferred
compensation plan account balance and the exercise of vested stock options, each Named Executive Officer
would be entitled to the benefits described below, depending on the circumstances of the termination.

Voluntary Termination

In the event of voluntary termination, no additional benefits would be immediately available to any Named
Executive Officer. Beginning at age 62 and continuing for twenty years, each Named Executive Officer would be
entitled to payments under a salary continuation agreement. The salary continuation agreements provide
supplemental retirement (“SERP”) payments to the Named Executive Officers in accordance with accrual of

24




T

1
i

| benefits schedules set forth in the respective agreements. Pursuant to their respective agreements, had the Named
| . Executive Ofﬁcers voluntarily terminated their employment on December 31, 2006 they would have been

. entitled to the followmg yearly amounts at age 62: | ‘ .

; ' vy P $ Amount ' -
Eddie L. Dunklebarger . . ..........ooiiieii i 83,446
Donald F. Holt ..... ... . . . ..o it e seee 9,560
Robert W. Lawley ............. e e : ............. 27,124,
Anthony N. Leo ...... P PP e 32,203
Jeffrey M. Seibert ................... - e L 32,740

. Involuntary Termination Without Cause or Voluntary Termination for Good Reason (Not including
Change of Control) f

“Cause” is generally defined under the Named Executive Officers’ salary continuation and employment
agreements as gross negligence or gross neglect of duties, commission of a felony or a gross misdemeaeor, fraud,
disloyalty or willful violation of any law or significant Company policy. Under the employment agreements,
“good reason” includes reassignment of duties or relocation of principal office without the executive’s consent,a
reduction in annual salary and willful.and material breach of the employment agreement by the Company, In the
event the employment of a Named Executive Officer is terminated without cause or if the executive voluntarily
terminates his employment with good reason, the executive would be entitled to the salary continuation payments
. listed above under “Voluntary Termination” and to payment of 120% of his annual salary (see the Summary
. Compensation Table on page 18) for the remaining term of his employment agreement. Each of the executive's
i employment agreement is for a period of three years and automatically renews for an additional year on the
- anniversary of its effective date (January 1). Consequently, if termination had occurred on December 31, 2006,

each executive would have been entitled to the following yearly amounts for the remaining two-year penod of his
! employment agreement: :

| $ Amount

’, Eddie L. Dunklebarger . . ..............ovviunee... e ieeeeeeiieaag. 480,000
' Donald F.Holt . .....oovveiviiiieenaernnennn. AU e 252,000
' Robert W. Lawley. .. ............ e e e e T 252,000
a AnthonyN. Leo ......t...0c.ice..... et e . 252,000
Jeffrey M. Seibert ........... Y SO wee. 252,000

,. Termmatlon Wlth Cause

- Ifa Named Executive Ofﬁcer is terminated for ‘cause”, as‘defined undér the salary continuation and
employment agreemeénts, the executive would not bé entitled to any additioha] payments or benefits.

i- t

+

Retirement : ;

The normal retirement age under the salary continuation agreements 1s 62. The present value of the
accumulated SERP benefit for each executive is provxded in the Pension Beneﬁts table on page 22.

i,

- e
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Permanent Dlsablllty - - : : .

Had the Named Executive Ofﬁcers terminated employment on December 31 2006 due to permanent
disability, such executives would have been entitled to payment of the following amounts for a twenty-year
period beginning ninety days after the date of termination:

' $ Amount
Eddie L. Dunklebarger................ A e . 83,446
DonaldF. Holt ........coovvrveennn .. T s 9,560
Robert W.Lawley ..........ooovomniiiioininnes P S 27,124
ADthONY N.LEO « .ottt ete e e et ca e n e eae e . 32,203

Jeffrey M. Sedbert . .....ooineniii e 32,740

Death

Had the Named Executive Officers terminatéd employment on December 31, 2006 because of death, the
executives’ designated beneficiaries ' would have been entitled to receive a life insurance benefit pursuant to the-
split dollar agreement between Community and the executives. This agreement provides a benefit of the lesser of®
three times annual salary or $400,000. Accordingly, $400,000 would have been payable on behalf of each
executive. In addition, the following annual payments would have been paid on behalf of the execuuves overa
twenty-year penod commencmg on the first day of the momh followmg death: - . ' e

b P . . . K ' e

B Eddie L. Dunklebarger . ... ..o ivniiiiinninananannivenennis HI - 180,000
- Donald F.Holt ... s e e 48,000
Robert W.Lawley .....t.......... e PP R 80,000
AnthonyN.Leo ................... e e e - 75,000 .
Jeffrey M. Seibert . ... oo e 75,000 -
Change of Control
Under the Named Executive Officers’ employment agreements, a “change of control” ‘l’nean‘s_: .

«  Anacquisition by any person or group of beneficial ownership of Community’s securities representing
24.99% or more of the combined voting power of Community’s sectrities then outstanding;

. A merger, consolidation or other reorganization of Community except where the resulting entity is
controlled, directly or indirectly, by Community;

» A merger, consolidation or other reorganization of Community, except where shareholders of *
Community immediately prior to consummation of any such transaction continue to hold at least a .
majority.of the voting power of the outstanding voting securities of the legal entity resulting from or
existing after any such transaction, and at least a majority of the members of the board of directors of
the legal entity resulting from or existing after any such transaction are former members of
Community’s board of directors;

* A sale, exchange, transfer or other disposition of substantially all of the assets of Commumty to
another entity, except to an entity controlled, directly or indirectly by Community;

* A contested proxy solicitation of the shareholders of Community which results in the contesting party
obtaining the ability to cast 25% or more of the votes entitled to be cast in an election of directors of
Community; or :

«  During any period of two consecutive years during the term of the employment agreement, individuals
who at the beginning of such period constitute the board of directors of Community cease to constitute
at least a majority thereof (other than for health, disability or other medical mcapac1ty or voluntary
retirement).
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If a change of control had occurred on December. 31, 2006 and (i) a vqluntary termination by the Named
Executive Officer within thirty days of the change of control, or (i) an involuntary termination of the executive
(except for cause) at any time followmg a change of control, the executlves would-have been entitled to receive

S c o

the fo]lowmg benefits

e Severance Paymem—A lump sum payment equa] to three umes the average of the past three years

P_— )
I

-

salary and bonus, compensanon to be paid wnhm thlrty days of temunatlon of employment

% Gain-on Exercise of Stock Options-—All unvested stock options would immediately become'vested. * -~

December 31, 2006.

3

Accordingly, each executive would have been entitled to exemse all unexércised stock options on -

*  Salary Continuation Agreement Payments—The executives woulcl be entitled to recgive at age 62 the
same twenty-year annual payments from Commumty that they would be entitled to recelve had they

remained employed until age 62. .

b

LEY

e Health Insurance Coverage—The executives would be entitled to receive health insurance coverage
from Communityior its successor to the &xtent offeréd to employees of Cotfimunity or its successors. In
lieu of this benefit, Community or its successor would be obligated to pay the executives an amount

equal to the value of such benefits, .

NN L . T ..
“The table below summarizes the change-of control benefits.

, > - ¥

4

Salary |

Paid Life Insurance Benefit—Each executive would continue to be entitled to designate a beneﬁr.:iaryl

for the remainder of his life. The benefit payable to the executive's designated beneficiary would be -

, " equal to the lesser of three times his annual salary on December-31, 2006 or $400, 000 As of o
. December 31, 2006 this benefit would have been $400,000. ‘

Payment of Certagn Tc_zxes—Eaeh executlve would receive a payment equal to “excess paraehute taxes”
due under his employment agreement, or any other agreement between Community and the executive.

o i

RS

3t
LB

CHANGE OF CONTROL OF COMMUNITY (WITH OR WITHOUT ADVERSE EMPLOYMENT ACTION)

Gain on Exerciseof Continuation = Health Paid Ll.fe Pay"ment of
' .. -y Severance -All Stock Options Plan |  Insurance .Insurance Certain .
et B ke TR Compensation’ (Vest.ed&[}nvsted) Puyments - Coverage ' Benefit - Taxes -
' ' y o “Ixaverageof - -t - - Wyrform e e
1 R T R p::tlliyegrs T t‘ . ’ .
e -7 Soa . beginmn al . -
. Name - e boa;{is S 2T ‘ agetSZ.gl N I $° $
© Eddie L Dunklebatger, ...,. 1,661,500 257,114 2,027,286" 180,000 Providedor 400,000 972,642
f LT A . cashmlleu B '
- Donald F. Holt.........: se.. 749,800 41474 | 71,950, . 4800Q Prov1ded or 400,000 470 704
; RETRTRE Coe P e . cash in lieu .
! Robert W.Lawley .......... 749,800 53,159 200,710 S0,00Q Provided or 400,000 461,931
. Ch o e -, e . cash in lieu .
{ AnthonyN.Leo... ........., 749,800 77,484 529,634 7500d‘ Providedor 400,000 458,838
| o CE _ L ‘. cash in lieu . o
~ Jeffrey M. Seibert .......... 749,800 88,733 754,639 75,00Q Provided or 400,000 462,356
: : e "+ cashinliew ' '
o1 v I ( L L LI I N ' N .
' ' a. e PR Y
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' .- - Director Compensation
PR L. I . g ' . : LA
. In 2006, each outside director. of Community received an annual retainer fee of $10,000 and the committee.
chairs received an additional retainer as follows: audit committee—$4,000; compensation committee—$2,500;, !
and nominating and corporate governance committee—3$2,500. Community also paid meeting attendance fees to
outsidé directors as follows: $1,000 for each board and audit committee meeting; and $500 for each
compensation and nominating and corporate governance dommitteé nieeting. No retainet fees or meeting
attendance fees were paid to Mr: Dunklebarger. Directors of Community’s bank subsidiary (which include some
of the directors of Community).receive the following additional fees: . - s

J

*  $5,000 annual retainer; and . ' .
-« $400 feé for each board and committée meeting attended.’ '

. -
Compensation Community paid its outside directors in 2006 is shown in the table below.

SR DIRECTOR COMPENSATION IN FISCAL YEAR 2006. . :

R o P y

' Fees Earned Option _ All other
orPaidin  Awards($) Compensation Total
Name , L | Cash($) @ ) ()
Ronald E. Boyer .......... et .. 297000 2198 . -0-, 31898
Sandra J. Bricker ........ e e eeisens 16,500, 2,198 0- . 18,698
Peter DeSoto . . ... eieeennn O 15250 2,198 C0- 17,448
AGTon S. KUMZ .. ovvte e eee i eeeniaineaneenns 20,500 2,198 -0- 22,698
- ScottJ. Newkam ..%..... e e .. 21,750 2,198 - -0 29,948
Melvin Pankuch .. :..io.. ... .. e et ..ot 160000 0 2,198 150,000 168,198
Robert W. Rissinger .. ......cvvvvmnuunnnnaannneees Lo.. o 356500 2,198 -0- 37,848
CRISHRE SEAIS ..\ iteiieeeanaanaeinseanrnaannnn 21,000 2,198 -0- 23,198
Allen Shaffer ... ..vveiveereeneenreiaeeneeinannns h.. 0 33,6000 2,198 0 0 -0- 35,798
James A. Ulsh . . . ... PR 34,5160 2,198 - 36,714
Dale M. Weaver ........ e ceeaes e e 16,750 2,198 . 0- 18948
Glenn H. WeaVel . oot iiennsstvmnsanoarantsasnrnnsns 17,250 2,198 0- 19,448
Robert K. Weaver ............... T TIREE e 17,250 2,198 -0- 19,448

(1) Inéludes fees for service on the board of directors of the banking subsidiary, CommunityBanks.

(2) The directors are granted NQSOs and in 2006 each director was granted options to purchase 1,050 shares of
Community common stock. The amount reported is the expense recorded for financial statement reporting
purposes for NQSOs granted to directors in 2006. Because option awards granted to directors in prior years
had vested in one year, there is no expénse recorded for options granted prior to 2006. The grant date fair
value of these awards is $7,193. The same assumptions used to estimate the fair value of stock-based awards
to executives are used to estimate the fair value of stock-based awards granted to directors. These

i assumptions are provided in footnoté (3) to thé Summary Compensation Table on page 18.
(3) On December 31, 2006, each director had an aggregate number of outstanding stock option awards as

follows: . o . .

Ronald E. Boyer ......... 6,779  Melvin Pankuch . ..... 11,550 Dale M. Weaver ..... . 1050
- SandraJ. Bricker ....:... 1,050 “Robert W.Rissinger... 8572 Glenn H. Weaver .."... 1,050

Peter DeSoto . ........... 7,424  Christine Sears . ...... 1,050 Robert K. Weaver .... 1,050
. Aaron S:Kurtz .......... 1,050  Allen Shaffer ..... o 1424 - L

ScottJ. Newkam . ........ 3,092 James A.Ulsh ....... 7,424

(4) This is the amount of the consulting fees paid to Mr. Pan!cuch pursuant to an agreement entered into on
July 1, 2005 in connection with the merger of PennRock into Community. See “Agreement with Melvin
Pankuch” on page 29.
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Directors’ Stock Option Plan | ‘ S

[n 2000, the shareholders of Community approved the Directors” Stock Option Plan. The purpose of the
Directors’ Stock Option Plan is to attract and retain non-employee directors. who have outstanding abilities. The
+ plan enables the directors to purchase shares of Community common stock on terms which will give the directors
a direct and continuing interest in the success of Community. The exercise price of the options must equal at least
* the fair market value of Community shares on the date the options are granted. Directors may exercise the
options following the first anniversary of the option grant or upon a change of control in Community, whichever
< first.occurs. Unless exercised, the options will expire no later than ten years;after they are granted,

¥

Agreement with Melvin Pankuch

. Pursuant to the PennRock merger agreement, Community entered into an agreement with Melvin Pankuch,

. former executive vice president and chief executive officer of PennRock, providing for Mr. Pankuch to serve as -

* vice chairman of Community upon consummation of the merger (July 1, 2005) until December 31, 2005 and as a

- consultant to Community from January 1, 2006 until the second anniversary of the merger (July 1, 2007), For
Mr. Pankuch’s services, Community agreed to pay Mr. Pankuch $200,000 during the twelve month period
between the effective date of the merger and the first anniversary of the effective date of the merger and
$100,000 in the second year following the effective date of the merger. As part of his consulting agreement,
Mr, Pankuch was granted 10,500 stock options with an option exercise price of $25.82 on July 25, 2005.

. Mr. Pankuch has agreed not to compete with Community during the term of his agreement and for one year
thereafter in exchange for a payment of $75,000 on the effective date of the merger and three payments of
$75,000 each on the second, third and fourth year anniversaries of the effective date of the merger.-

b

i

!

.t
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SECURITY OWNERSHIP BY MANAGEMENT AND CERTAIN BENEFICIAL OWNERS . .+

_ The following iable sets forth the nishber of shares of common stock owned by each of Community’s ‘
directors and Named Executive Officers and by the directors and Named Executive Officers as a group, as of
March 15, 2007, Common stock is the only class of equity securities that is outstanding. No person owns more .

than 5% of Cofiimunity’s common stock. -~ * = 7~ - ‘
LA [ S A I TR Vi . . Voo T
. . ' Number of , Percentage of
, _ Shares Outstanding
. ' : - T B o Beneficially - Common--
Name of Beneficial Owner and Position Owned® Stock
Directors C ey e . e oaw
RONAIA E. BOYET - .« vvvtseeteaseeeeeeeeem et eaaana e s e 54,060 L
Sandra ), Bricker+. ., . oL oo i e P M el 1,837 0 ¥
Peter DeSoto . ..., .0 e e e Tooo. 1 85260 . ko
Eddie L. Dunklebarger, Chair, President and CEO . ..c. .. .. L 359,272 1.513%
Aaron S Kumz .. 0 et S I e e ‘ 9,103 R
Scott J. Newkam . . ... .. s Y LA e eaaiia T 3,717 - *
Melvin Pankuch ... .... T S S GO O O o 48,853® *
Robert W. Rissinger ... ........ R R eveteoo. 4167530 1.TI0%
ChASHNEe SEArs . 7 o i ieen st iieme e e i niada s dicanton 56000 *
Allen Shaffer......... e P SR U v 173,458010 Tk
James A, Ulsh . ..ot il o e e e . 30,5651 R
Dale M. WeaVED ot ot vl s e iae it ranasonsacasanansnesneans vl - 202,82309 Co ke
Glenm H, WeaVer ..o vn et it it e te et nnetae s tianaa s e ariaas st aaanaas 163,95204 *
RODETt K. WEAVEL . o v v oo ettt aeaas e aaaa s tasanaaneeesanniaes 25,1710% *
Named Executive Officers (other than Mr. Dunklebarger)
Donald F. Holt, Executive Vice Presidentand CFO ............ ... .ot e 28,04 7(16) *
Robert W. Lawley, Executive Vice President ..............cviiniveennnn 40,41107 *
Anthony N. Leo, Executive Vice President . ............ooooiiiiiiiinnnn 77,01208 *
Jeffrey M. Seibert, Executive Vice President .. . ...........oooviiiiennny 130,02509 *
Directors and Named Executive Officersasagroup .....................-.. 1,837,453 7.657%

* Indicates less than one percent (1%).

Notes to Security Ownership Table:

(1) The securities “beneficially owned” by an individual are determined in accordance with the definition of
“beneficial ownership” as set forth in the regulations of the Securities and Exchange Commission.
Accordingly, they may include securities owned by or for, among others, the spouse and/or minor children
of the individual and any other relative who has the same home as such individual, as well as other
securities as to which the individual has or shares voting or investment power or has the right to acquire
under outstanding stock options within 60 days after March 15, 2007. Beneficial ownership may be
disclaimed as to certain of the securities.

(2) Includes 13,427 shares owned by Alvord Polk, Inc., the stock of which is held 50% by Ronald Boyer and
50% by Robert Rissinger; 1,982 shares owned by Judith Boyer; and stock options to acquire 6,079 shares.
With respect to 20,478 of these shares, Mr. Boyer shares voting power with Judith Boyer.

(3) Includes stock options to acquire 350 shares.

(4) Includes 3,969 shares held in Mr. DeSoto’s [RA, and stock options to acquire 6,724 shares. With respect to
3,870 of these shares, Mr. DeSoto shares voting power with Carole DeSoto.

(5) Includes 17,562 shares held in Mr. Dunklebarger’s IRA; 7,350 shares held in his ESPP; 23,202 shares held
in his 401(k); 6,682 shares held by his daughter; 35,541 shares held by his wife; and stock options to acquire
208,143 shares. With respect to 1,371 of these shares, Mr. Dunklebarger shares voting power with Connie
Dunklebarger.
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f
(6) Includes?1,874 shares held by Mr. Kurtz’s'IRA; 1;398.sharés owned by his wife; and stock options to
acquire 350 shares. '

{7) " Includes stock options to acquire 2,392 shares. . « -~ . & 07 o '
. (8) Includes.l,266 shares held by Mr. Pankuch 5 IRA; 8,597.shares owned by his wrfe and stock optlons to ot
‘l acquire 10,850 shares. VR Cen Y e -

{9) Includes 114,302 shares held by Mr. Rrssmger $ IRA 13,427 shares owned by Alvord Polk Inc the stock
of which-is held 50% by Ronald Boyer and 50% by'Robert Rissinger; 29,921 shares held by Engle Ford,
Inc.; 73,157, shares held by Mr. Rissinger’s wife; and stock options to acquire 7,872 shares. :

(10) Includes stock options to acquire-350 shares. With respect to 210 of these shares Mirs. Sears shares vonng
power with Ivan Sears. s .. ., f e atte” 1 ot

(11) Includes 92,855 shares owned:by the Polk Foundatron -of whrch Mr. Shaffer is chalrman and for whrch -
Mr. Shaffer holds voting and investment power; and stock options.to acquire 6,724 shares. -~ | . .-

. (12) Includes 5,737 shares held in Mr. Ulsh’s 401{k); ,472 shares held by his wife; and stock opnous to acqmre
6,724 shares. 4 . : .

(13) Includes 37,903 shares held by the Umted Serv1ces Foundat:lon of whrch Mr Weaver is Pre31dent and
' director;, 22,873 shares held by Mr. Weaver's wife; and 3,780 shares held in trusts for his daughters for
which Mr, Weaver servés as co-trustee; and stock options to acquire 350 shares Wlth respect t0 6,793 of .,
these shares, Mr. Weaver shares voting power with Irene Weaver.
(14) Includes 25,236 shares held by Mr. Weaver's wife; and stock optluns to acquu‘e 350 shares, With respect to

‘ 51,380 of these shares, Mf. Weaver sharés voting power with D: Anne Weaver.

(15} Includes 4,260 shares held in Mr. Weaver’s IRA; 823 shares held in a Trust for his son; 1,374 shares held by
his wife; and stock options to acquire 350 shares. With respect to 2 920 of thiese shares) Mr. Weaver shares
voting power with Cheryl Weaver.

(16) Includes stock options to acquire 28,047 shares.

{17) Includes 3 shares held in Mr. Lawley's ESPP; 600 shares held in his 401(k) 6 shares held by his son; 70

' shares held by his daughter and stock’ opuons to acquire 39,731 sharcs Wlth respect to one share, -

Mr. Lawley shares voting power with Barbara Lawley.

* (18) Includes 148 shares held in Mr. Leo’s ESPP; 11,443 shares held by, his 401(k) and stock options to acquire

. 63,931 shares. - - '
(19) TIncludes 12, 637 shares held in Mr Selbcrt sIRA; S 638 shares held in hrs ESPP 10, 257 shares he]d by his
401(k}; and stock options to acquire 66,074 shares. With respect to 26, 187 of these shares Mr Seibert
shares voting power with Deborah Seibert.

- e - - . A - - oy ,‘ . .
PR Y PR T I [ B ' .t . ! *

Section 16(a) Beneficial Ownership Reporting Compliance
Our directors and executive officers must file reports with the Securities and Exchange Commission

', indicating the number of shares of Community common stock they beneficially own and changes in their
" beneficial ownership. To the best of our knowledge, all such reports were filed on a timely basis.
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. RELATIONSHIP WITH INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS:

The audit committee has engaged Beard Miller Company LLP:to act as Community’s auditor for 2007. A’
representative of Beard Miller is expected to be at the 2007 annual meeting and will have the opportumty to
make a statement if he or she desnres and to respond to appropnate quest:ons i
A 5

The Sarbanes Oxley Act of 2002 and the auditor mdependence rules of the Securmes and Exchange
Commission require all-public accounting firms who audit public companies to obtain pre-approval from the
companies’ audit committees in order to provide professional services without impairing independence. Before
Beard Miller performs any services for Community, the audit committee is informed that such services are:
necessary and is advised of the estimated costs of such services. The audit committee then decides whether to' - !
approve Beard Miller’s performance of the services. In 2006, all services performed by Beard Miller weére -
approved in advance pursuant to these procedures. The audit committee has determined that the performance by
Beard Ivhller of tax semces is companble w1th mamtammg that ﬁrm 's mdependence '

Beard Mxller has previously 1ssued engagement letters to or obtained formal appnoval from Commumty ]

andit committee for certain services. These services are summanzed below

@ [P "

° . L]
i VL ILJ

Few Bil]ed By lndependent Cerﬁfied Public Accountants

S !

Beard Miller billed the following fees in the last two fiscal years:

Lo

Audit-

All
Y;_lar o o, - Audit® - Related®  ° Taxt®- Other Fees - -~
2006 .............. L (8214593 864966 510852 C-0-
2005 ... ..ol e L.l $239018 $40363 816036 O

(1) Includes professional services rendered for the audit of Community’s anriual financial statements and
review of financial statements meluded in Forms 10-Q, FDICIA attestatlon Sarbanes Oxley attestanon and
out-of-pocket expenses. o ‘

(2) Includes separate audit reports on subsidiaries of Community and ass1st.mce on matters of accountmg and
due diligence related to proposed acquisitions. :

(3) Includes the review of state and federal tax returns and assistance with various tax matters.

LR S , e
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SHAREHOLDER PROPOSALS FOR THE 2008 ANNUAL MEETING OF SHAREHOLDERS

- Under Community’s Bylaws, no shareholder proposals may be brought before an annual meeting.of:
shareholders unless a proposal is specified in the notice of the meeting or is otherwise brought before the meeting
by the board of directors or by a shareholder entitled to vote who has delivered notice to Community (containing
information specified in the Bylaws) not less than 120 days prior to the anniversary of the mailing of the previous
year’s proxy statement.-These requirements are separate from and in addition to the Securities and Exchange «
Commission’s requirements that a shareholder must meet in order to have a'shareholder proposal included:in .
Community’s proxy statement. A shareholder wishing to submit a proposal for consideration at the 2008 annual
meeting of shareholders, either under Secunnes and Exchangc Comrmssmn Rule 14a-8, or otherwise, should do
50 no later than'December 18, 2007.. D T DR SR A T BN i) :

P I . -;u A : - ( .
If the corporate secretary of Commumty receives notice of a shareholder proposal thaz comphes with the
governing Bylaw provision on or prior to the required date and if such proposal is properly presented at the 2008
annual meeting of shareholders, the proxies appointed by Community may exercise discretionary authority in
voting on such proposal if, in Community’s proxy statement for such meeting, Community advises shareholders
of the nature of such proposal and how the proxies appointed by Community intend to vote on such proposal,
unless the shareholder submitting the proposal satisfies certain Securities aﬂd Exchange Commission
requirements, mcludmg the maxlmg ofa separate proxy statement.to Commumty s shareholders. R
R P gr P Ak T - h
Thc presiding officer of the meeting may refuse to permit-any proposai to be. made at an annual meeung by
a shareholder who has not complied with all of the governing Bylaw procedures, including receipt of the required
notice by the corporate secretary for Community by the date specified. If a shareholder proposal is received by
Community after the required notice date but the presiding officer of the meeting nevertheless permits such
proposal to be made at the 2008 annual meeting of sharcholders, the proxies appointed by Community may
exercise discretionary authonty when vonng on such proposal. .
If the date of our next annual meeting is advanced or delayed by more than 30 days from May 8, 2008, we
will promptly inform you of the change of the annual meeting date and the date by which shareholder proposals
must be received. P
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i w2 FORM 10-K ANNUAL REPORT’

Community’s Annual Report on Form 10-K for the year ended December 31, 2006 is being sent with

thisproxystatement. T TN PR . L, ¢ . y.
L S et R TR

Only one Annual Report on Form 10-K-and proxy statement:is: bemg delivered'to shareholders shanng an .
address unless we have received contrary instructions from one or more of the shareholders. We will deliver
promptly, upon written or oral request, a separate copyof the Annual Report on Form 10-K and proxy statement
to a shareholder at a shared address to which single copies were sent. A shareholder can make a request by
calling Donald F. Holt, Executive Vice President and Chief Financial Officer at 717-920-5800, or by mailing a
request to 777 E. Park Drive, Harrisburg, PA 17111. If shareholders sharing an address are currently receiving
more than one annual report or proxy statement, they can request that Community send only one copy by calh.ng

Mr. Holt or malhng a request 0 the above address. - Tl

.

Sl ' ot ! a. T . T ‘ :

N, o TS WP PR Y, i e - S
N P OTHERMATTERS - : ' e
K ' ( R Yo . e e y o ) . .
As of the date of this document the board of directors knows of no matters which will be presentecl for
consideration at the 2007 annual meeting of shareholders other than matters described in this document.
However, if any other matters shall come before the meeting or any adjournment, the form of proxy confers
discretionary authority to t.he individual named as proxy to vote the shams represented by the proxy on any such
matters B S A 2 PR A T o FRRT!
n . . . N ] T B R L
T N o . C ByOrderoftheBoardofDlrectors

- t

T At 'PatncmE-.Hoch Lo SR
Corporate Secretary o

Harrisburg, Pennsylvania
April 16, 2007
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